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FOREWORD
)14

,

This is a study of tencher retirement systems of the United Stntes.
is partly descriptive nnd nnnlytic; but it nlso denls with the problems of
improved management, particularly of how funds might be invested in.-,
order to increase benefits or reduce the required contributions. It sets up.
a hypothetically ideal pattern for the investment portfolio of a typical.-
state pension fund on the lrsis of security nnd return criteria. A somewhat-
startling implication emerges out of the rensoning upon which the model
is based: that benefits of teacher pension funds might be increased (or
contributions reduced) by as much as one third if the model were applied

to the nverage fund.
For those interested in the history of teacher pensions, ns well ns those

concerned for impiovement of stnte systems nnd compnrisons nmong them,
the study represents a valuable compilntion of informntion, as well as
counsel to those responsible for teacher pension funds.

-PAUL STREET

It was a plensure to work with Dr. Charles E. Stone in connection with
his doctor's dissertation dealing with the investment policies nnd prnctices
of teacher retirement funds. This is a very timely subject nnd one of great
significance with respect to the designing and administration of huge sums
going into pension nnd retirement plans. Considerable thought and effort
went into this multi-disciplinnry inquiry. The members of Dr. Stone's dis-
sertntion committee from economics, business administration, nnd educntion,
were impressed with the quality of work done and with the results obtained
in putting together the scattered information relative to diverse tencher
retirement progrnms.

Inasmuch ns the study focuses attention genernlly on public education
nnd specifically on efforts nimed nt promoting more efficiency in the man-
agement of teacher retirement systems, we feel that persons and officials
charged with the responsibility of directing public pension plans cnn find
helpful suggestions by referring to the conclusions expressed in this disser-
tation summary. We are of the opinion that his suggestions for managerial
improvement in the administration of teacher retirement plans would be
supported by professional investment counsel.

DoN M. SOULE
-HERMAN A. Euts

Co-chnirmen of Dr. Stone's
Dissertation Committee
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CHAPTER I

DESIGN OF STUDY

Funded teacher retirement systems are relatively young. Just as has
been true of pensions in general, they have grown up rather rapidly and
have tended to emphasize the retirement aspects. On the other hand, theyoften have not given a great deal of professional attention to the ir vestmentof their funds. This does not mean that investments have been a matterof unconcern. Rather, it means that they have restricted investments to
those considered relatively safe from a financiahrisk point of view and have
usually contented themsdves with a minimum amount of investment ad-
ministrative organization and counsel.

While the emphasis has been on the retirement aspects of pension
systems, one must not assume that benefits are abundant. Their benefits
are usually much below the average salary of the present teacher, and with
rising inflation many teachers may find their benefits inadequate when they
retire some time in the future.

With these two thoughts in mind, it is contended that retirement
systems will need to improve their benefits in the future and that they willbe able to do this in part through changes in investment policies andpractices.

Problem and Procedure

Specifically stated, it was hypothesized that investment policies and
practices of the average teacher retirement fund can be altered Iu such
manner as to increase benefits or decrease contributions significantly and
that this can be done with prudent regard for various investment risks.

Data with regard to the aggregate portfolio were compiled from the
biannual publications of State and Local Pension Ftmds which were made
available by the Investment Bankers Association,1 and from the Proceedings
of Annual Meetings of the National Council on Teachers Retirement.2 An
abundance of information dealing with membership, administration, andretirement provisions was made available by the National Education As-
sociation through the School Law Summaries.3 These aggregate data weresupplemented from time to time by reference to Finance of Employee Re-
tirement Systems which is published by the U. S. Bureau of Census.4

Fund portfolios and other information were secured from the teacher
retirement system of the state of Kentucky and several other systems operat-
ing in states in the general geographical area of Kentucky. This information
was secured through letters of request sent to the various executive secre-
taries, through interviews with system directors, through analysis of the
standard publications provided by retirement systems, and by probing thestatutes of Kentucky and numerous other states.
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Purpose and Scope of Study

It was the purpose of this project to identify the investment policies
and practices of teacher retirement funds as they presently exist and to
analyze them in the light of various professional standards. It was con-
jectured that this analysis would show that the investment policies and
practices of teacher retirement systems can be changed in such manner as
to improve the yield performance with due regard for investment risks.

This study was ,-,rimarily concerned with the investments of public
teacher retirement sr .ems operating at the state level for elementary and
secondary teachers. Sometimes college teachers were included, but for
the most part they are not members of these systems. It sometimes included
other school employees, e.g., janitors, cooks, and bus drivers, but usually
not. Teachers of private school systems were usually not included. Finally,
some of the large cities run systems independent of the states, and these
were not included. This study, however, did cover systems involving over
1,000,000 members or approximately 90 percent of those reported in the

membership of teacher retirement systems.5
Aggregate data for portfolios were secured from all of the 50 states,

while specific portfolio data were limited to Kentucky and the participating
states of the general geographical area adjacent to Kentucky.

Review of Literature

A review of literature reveals that a great deal has been written on
retirement. While some of this writing is not directly related to the invest-
ment of teacher retirement funds, most of it is quite relevant either directly
or indirectly to proper analysis of tl.e investment policies and practices of
these systems.

General retirement literature

Several authors have dealt with the broader aspects of retirement.
Among them, Dan McGill° has edited a series of lectures, Pensions: Problems
and Trends, dealing with such pertinent subjects as forces underlying the
pension movement, economic impact of private pension plans, actuarial
solvency of a pension plan, m3eting price level changes, and characteristics
of insured and non-insured plans. Another study dealing with pensions in
general is The Pension System in the United States published by Haskins
and Sells.7 It is a survey of all major types of retirement systems in the
United States. It is useful in getting an overall view of the pension system
in the United States, in introducing one to various retirement features
standard in many retirement systems, and in gaining an appreciation for
funding methods as well as other financial considerations useful to under-
standing retirement funds.

A number of writers have been concerned with certain specific pro-
visions of retirement, e.g., vesting, portability, and funding. Many articles
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have been devoted to vesting of benefitsa feature which entitles the
employee to receive pension benefits at retirement age even if he no longer
is an employee of the company. Among them is Walter Kolodrubetz,8 who
has discussed various types of vesting and has pointed out the fact that
most employees do not have full vesting. Many employees have some form
of vesting; however, the provision is usually much less than full. Kolodrubetz
finds that unions and employees are applying pressure to improve this
benefit. Various other authors have reported mounting pressure favoring
vesting and portability.°

Another growing concern to those interested in retirement is portability.
Among others who have written on this subject is D. F. McGinn." In an
article entitled "Case for Portable Pensions," McGinn deals with some of the
problems of making pensions portable from one employment to another.
Merton C. Bernstein" has a sizable work in which he stresses the need for
making pensions portable and has indicated that this might be made possible
by setting up a clearing house arrangement to handle portability provisions
for all pension funds. In fact, Bernstein appears to believe the future of
private pensions may depend on how well they can adapt to improved
vesting and portability.

Funding is another provision which is considered basic to sound
pension systems. As mentioned earlier, Haskins and Sells, 12 in The Pension
System in the United States, briefly introduce the reader to types of funding.
In various journal articles, Charles Trowbridge" has discussed the "ABC's"
of funding in which he explains the basic reasoning behind funding.
Dorrance C. Bronson14 has dealt with this subject more extensively in his
book, Concepts of Actuarial Soundness in Pension Plans.

A number of authors have written on one special group of pensions.
Bernstein's has been concerned about the fut..'e of private pensions, has
noted their inadequacies, and has indicated that they may not be moving
fast enough toward improvement of vesting and portability. McGill" has
discussed the possibilities of private funds fulfilling expectations. In his
publication, Fulfilling Pension Expeeations, he deals with the sources of
security behind anticipated benefits and with the employer's commitment.
He discusses some of the legal loopholes which tend to result in pensions
expected but not received. It is his contention that some of these loopholes
should be closed. Especially, he contends that those benefits which have
already been vested should be fully funded. Charles Dearing,17 in his book
entitled Industrial Pensions, has dealt with the underlying forces which led
to the development of pensions, the financial responsibility for pension
systems, and the inwstment of these funds.

Other authors provide background in the area of state and local systems.
Joseph Kris lov," for example, has surveyed the retirement provisions of
these funds and collected data from 151 systems with reference to normal
retirement, disability retirement, survivor benefits, and financing.

Recently, a few scholars have become concerned with the economic
aspects of pensions. Paul Harbrecht," who has devoted considerable



emphasis to this subject, views pension funds as a potential source of power
centered in the hands of a few fund managers. Although managers presently
appear to be more concerned with yield than with gaining power over
corporations, he feels that the opportunity for fund managers to take control
of some of the largest corporations is a very real possibility. Phillip Cagan:AI
and George Katona24 have studied the effects of pension programs upon
savings patterns of households. It is their contention that initially these
funds have a stimulating effect upon savings, or more precisely that they
provide an amount of savings in addition to the savings which would exist
in the absence of pension systems. In Economic Aspects of Pensions, Roger
Murray22 has summarized the effects of retirement funds on savings and
the capital markets. He, too, feels that savings are stimulated by pensions
and that th .. niagnitude of funds flowing into the capital markets from this
source will ,-...ontinue rising in the foreseeable future. On the other hand, he
does not feel that this is likely to result in a power take-over of the corpora-
tions of the United States. It is his feeling that they will continue to be
more concerned about yields than with the potential chance of selecting
the management of the companies in which they invest.

While it is true that the foregoing literature is often not directly
related to investment of pension funds, it is hardly possible to discuss
investments without such background information. It is only when one
has some understanding of the various funding arrangements of pension
funds, their general growth and development, and various benefits pro-
visions, that he can set the objectives for pension fund investment.

Portfolio management literature

With the rapid growth of retirement systems during and following
World War II, there has been an increasing concern with investment policies
and practices of these systems. Among those giving consideration to this
aspect is the Industrial Conference Board,23 which has published a pamphlet
dealing with various phases of financial management of a retirement plan.
This bulletin includes a discussion of the basic financial considerations for
starting and funding a plan and a brief discussion of investment policy.
Harold Scott24 has written a dissertation dealing with the investments of
private pension plans in which he discusses investment requirements and
the advantages of various investment media for satisfying these objectives.
Victor Andrews,25 although primarily concerned with their influence on the
capital market, discusses the composition of private pension fund portfolios
and offers reasons for changes which have been taking place in their
investment policies. Esmond B. Gardner2° has recently edited the record
of Proceedings for a Certified Financial Analysts Research Seminar, entitled
Pension Fund Investment Management. This study includes such subjects
as: the trust agreement, ethics, funding, measuring performance, and invest-
ing the pension fund. John Sieff,27 in considering the construction of a
retirement fund portfolio, has discussed the various available investment
media and their suitability for pension-fund investment.
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Much of the recent literature has been critical of conservatism in the
portfolio policy. Paul Howell, one of the leaders in this criticism, has written
a number of journal articles, two of which are "High Cost of Conservatism
in Pension Fund Investing"28 and "Common Stock and Pension Fund Invest-
ing."2° In these papers, he draws attention to the growing dependence of
a sizable part of the population upon pension funds as a means of existence.
At the same time, he notes the inadequacy of funding and the growing
demand for better benefits. These, he holds, can be partially provided by
improving the investment performance. In short, he feels that pension
funds have emphasized their defense against the financial risk at too great
an expense in terms of the market-rate risk. While Howell was primarily
concerned witk private pension systems, another author, Murray Polakoff,3°
has followed tfiis same theme with regard to state and local retirement funds.
In his research, Polakoff compares the investment of state and local funds
to those of corporate funds and finds the average state and local fund much
more conservative in its portfolio distribution than its counterpart in the
private group. State and local funds tend to hold a greater percentage of
the portfolio in fixed income securities. Likewise, when he computed yields
including dividends and appreciation, Polakoff found that private funds
outperformed the state and local funds significantly in five out of seven years
during the 1955-1964 period. In fact, the average annual yield differential
between the two types of funds was 2.1 percent over the eight-year period.
From his research and from other studies concerning equity investment.
Polakoff concludes that fund managers should press state legislatures to
liberalize state statutes with reference to their portfolio distribution.

A number of other scholars have written on this general theme. Edward
A. Mennis,31 e.g., in a journal article entitled "Investment Policy for a Grow-
ing Pension Fund," has discussed investment decision-making and contends
that the most important decision thaf investment trustees have to make is
that of deciding on the ratio of fixed income securities to equity investments.
Looking at the economic environment as it existed during the mid-1960's, he
observed that the interest-rate risk and the market risk were probably
greater than the financial risk for pension funds. Finding some private funds
with equity ratios as high as 50-60 percent, he indicated that these ratios
might need to be even greater in the future. Robert M. Soldofsky and
Ernest V. Zuber,32 in reviewing the Iowa Public Employees Retirement
System, also recommended greater attention to equity securities.

The increased emphasis on management of various trust funds has led
some members, managers, and students of the subject to place increasing
emphasis on comparing performance. However, various authors point to
the fact that it is not an easy task to measure performance on a comparable
basis. Accounting methods traditionally have required that securities be
carried on an original cost basis, thus ignoring capital gains and losses except
when realized through sale of the security. In measuring the yield, this
system may produce odd results in any one annual periOd. Randolph
McCandlish33 points out that much of the reason for this also is the fact
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that funds get started at different times and face unlike conditions with
regard to timing receipts and payments. Under these circumstances, a yield
of 4.50 percent for each of two funds may appear to denote an equally good
performance. This may have been much easier to attain, however, in the
case of one fund than with the other. Fund "A," for example, may have
had the good fortune to have begun its investments during a period when
interest rates were unusually high or when stock prices were low and rising,
whereas the opposite may have been true for Fund "B."

Peter Dietz34 and the Bank Administration Institute" have dealt with
this problem at length. They have each suggested methods of computing
yields for comparison purposes in such manner as to eliminate many of the
differences; however, performance is still reported by fund managers accord-
ing to traditional methods. In light of the fact that fund managers do not
follow one set standard for measuring yield, reported yields supolied by
pension funds are not suitable for measuring performance of one fund
against another.3°

With reference to the investment of teacher retirement funds, specific-
ally, the literature is rather limited. As noted earlier, the National Educa-
tion Association37 collects summary information which is helpful with regard
to the legal setting for teacher retirement fund investments. Also, the
Investment Bankers Association" provides comprehensive information of
this type.

Other work done in the area of teacher retirement is usually on a
single-fund basis. A commission on economy and efficiency for the state
of Kentucky has done a report on the public retirement systems operating in
that state." This report deals briefly with investments for the Kentucky
Teachers Retirement System. Roger Murray" has served as a consultant
to the New York State Teachers Retirement System and has made recom-
mendations for improvements in the administrative organization and for
changes in the portfolio distribution of this system. Evidently, there are
many of these consultant reports which have been prepared for the funds of
the respective states by banks and other investment consultants. Some of
these were made available for this study; the;r general tenor was toward
more active management and more equity investments.

Reflecting upon this review of literature, one will observe that while a
great deal has been written on retirement systems, very little has been done
toward making an overall study- of the investment policies and practices of
teacher retirement funds.
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CHAPTER II

HISTORY AND PERSPECTIVE

Over the past century, the United States has witnessed the develop-
ment of systems of retirement covering most of our labor force. These
developments have accompanied a steady growth of the population, a
steady shift from rural to urban liv;ng, development of mass production
techniques, rather persistent inflation of prices, and a rising standard of
living.

In 1900, the population of the United States was approximately 76
million people. By 1969, it had more than doubled to reach 202 million.'
This increase was accomplished in part by improved medical science which
increased life expectancy from 47.3 years in 1900 to 70.5 years in 1967.2
As a result, the "senior citizen" portion of the populationdefinied here as
those 65 years of age and olderhad increased from 1.1 percent in 1900
to 9.5 percent in 1965.2

Growth of technology

As this growth of population and increasing life span were taking
place, the country was also making technical progress. Developments
brought many new and better products which took much of the drudgery
out of once menial tasks and resulted in a rise in the National Income from
$103.1 billion in 1929 to $860.6 billion in 1968.4 Per capita disposable
personal income also increased and, based on 1958 prices, approximately
doubled during this period.

Economic and technological progress, however, have brought social
and economic problems. The development of a factory system has forced
a movement from farm to factory, from small shops to large plants, and from
a predominately rural to an urban society. As the overall population grew,
the farm population followed an opposite trend and declined from a peak
of 32.1 million in 1910 to 10.5 million in 1968.5

While agriculture and small shops were the predominant means of
earning a living, they were also a way of life. Those who lived to become
"senior citizens" were cared for by their children; and because of the
nature of the work, they often led useful lives during their final years.

On the other hand, as mass production techniques began to develop,
a great change came about in the type of worker needed for available
ocCupations. Older workers were displaced by machines which often made
the worker's skills of no value. As a result, older workers often found them-
selves without jobs and with no means of support

Other forces affectMg retirement plans

A number of other forces appear to have affected the growth of retire-
ment systems. Among these is inflation,. Those who were farsighted enough
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to save some of their income as they were earning during years of employ-
ment have found it eroded away by creeping inflation. In other words,
savings used during retirement tended to be used up much faster than
would have been anticipated. Similarly, a rising standard of living, while
enjoyed by the population in general, often turned into a burden for the
aged. Since people tend to be emulative, the average family finds it
difficult to reduce expenditures upon retirement.

Finally, mass production has not eliminated the low-income group.
Twelve and one-half percent of the family units of this country receive
annual incomes of less than $3,000.6 Needless to say, most of these families

and many others can not save for their retirement. In fact, a survey of
consumer finance published in the Federal Reserve Bulletin showed that
about 37 percent of all families are not saving any of their income.7

As people became aware of these changes, they were displeased with
the prospects for the future. Workmen did not like the prospect of becom-
ing public charges. Sons and daughters found it increasingly difficult to
take father and mother into their homes while caring for their own families.

Fven employers did not enjoy discharging faithful workers and leaving them
without a means of livellood. Therefore, thinking peopleboth employers
and employeesbegan to propose various retirement plans.

A Brief History of Retirement Systems

Teacher retirement plans developed as part of a general movement
which began in Eurcpethis having come about from the fact that their
civilization was older, that the industrial revolution had arrived there
earlier, and that they had been able to solve some of the more immediate
problems well ahead of the United States. A beginning seems to have been
made with the establishment of civil service pensions in England in the
year 1834. Soon thereafter,.teachers were covered in Switzerland in 1839
and Germany joined the nthement around 1880. In fact, Germany Plans
were on a compulsory and contributory basis.° Private plans, likewise, had
a very early beginning in Europe. One author° reports that they came
even earlier than state pensions but failed to gain as much publicity.

In the United States, the movement for pensions seems to have had
its beginning immediately following the Civil War, with firemen and police-
men among the earlier groups tO ,gain pension systems. Actually, the New
York City plan for policemen marks the beginning of municipal pensions in
this country.1° Private pensions, a/so, had an early beginning in the United
States when in 1875 the Americarlt Express Company established the first
industrial plan. This was followed 5 years later by the Baltimore and Ohio
Railroad plan.11 Similarly, labor unions soon entered the movement as the
Pattern Makers' League of North America adopted a plan in 1900. This
was soon followed by the InterirationA Jewelry Workers Union of America,
the National Association of Letter Cnrriers, the Granite Cutters' Interna-
tional Association of,America, and the:International Typographical Union.



By 1930 at least 13 international unions had established programs and in
some cases large locals had been able to set up old-age funds.12

Teachers very early got into this drive for more security. For them, thebeginning came about as an outgrowth of their mutual aid associations.The New York City Teachers' Mutual Life Assurance Association, formedin 1869, had as its purpose the provision for burial insurance. From thisbeginning, the mutual aid associations proceeded to add sick benefits and by1897 no less than 7 associations had made this provision. Soon these as-sociations began to recognize another problemthe insecurity of teachers
disabled because of sickness or old age. Here again, New York City andBrooklyn were pioneers, both establishing annuity associations in the year1887. The movement continued, and by 1897 there were at least 10 ofthese voluntary associations largely centered in the cities of the eastern
seaboard.13

Early pension plans, both private and public, generally were rather
weak pay-as-you-go arrangements. Private plans were often simply paternal-
istic in nature and could be withheld or paid at the discretion of the em-ployer. Coverage was usually very limited, in many cases only applying
in the event of total disability. Moreover, most of the funds were unsound."
They either failed to make adequate assumptions or teaded to ignore
actuarial considerations. Writing about teacher retirement funds in 1920,
Studensky" thought the problem of administration of these funds so in-
adequate that most of the 100 teacher retirement funds existing at that timewould collapse unless fundamentally altered.

During the 1920's, as more and more pressure was brought in favor
of sound funded systems, the insurance companies found that they couldoffer certain advantages to those who wished to establish systems on af:mded basis. In the first place, they had the experience necessary forsetting up systems which were scientifically planned to be actuarially sound.
In the second place, they had a staff of ixained investment officers who
could do a professional job of investing the funds that were being built up.
Therefore, as employers were not anxious to take on this much additional
responsibility, they began to make arrangements with the insurance com-panies to write contracts for group annuities. Accordingly, insurance com-panies were in a prominent position with regard to retirement plans during
the 1925-40 period.

Beginning about 1940, several influences seem to have favored the
growth of pensionsparticularly the .noninsured type plans. In the first
place, the Social Security Act of 1935 had been passed and had providedfor two systems of retirement pensions: Old Age Assistance and Old Ageand Survivors Insurance." While making pensions available for more
people, the Social Security Act also seems to have drawn attention to the
need for larger pension provisions and to have stimulated the growth ofprivate funds.

A further stimulus to private pensions came about through a clarifica-
tion of the Internal Revenue Code in 1942.11 Under this provision of the



law, it was clear that pension-fund contributions to qualified plans are
eligible for deduction in figuring the income tax of the private employer.
Thus, the corporate employer is in effect paying only approximately 50
percent of the pension contributionvarying slightly as corporate income-tax
rates are varied.

Thirdly, during World War II, when wages were more or less frozen,

the War Labor Board allowed pension contributions to be instituted or
increased in lieu of cash-wage increases. This was a means of pacifying
workers without being greatly inflationary.

Finally, in the Inland Steel Case, the United States Seventh Court of
Appeals upheld the National Labor Relations Board in its ruling that
pensions are a legal subject for collective bargaining as "conditions of
employment" under the Taft Hartley Labor Law." That these provisions
affected the growth of pension plans is obvious. The Department of Com-
merce estimates that employers' contributions to pension trusts increased
fourfold from $171 million in 1941 to $859 million in 1945. Also, in little
more than 2 years, from September 1942 through December 1944, the
Bureau of Internal Revenue approved 4,208 pension plans covering more
than 715 thousand workers as compared to 1,360 plans covering 980
thousand workers in the entire previous twelve-year period.19

Teacher Retirement Funds in Perspective

Teacher retirement funds are part of a much larger overall retirement
system which has grown up in the United States. In order to place teacher
retirement funds in perspective with retirement systems as a whole, it is
necessary to consider the present size of various types of systems presently
operating in the United States.

Federal systems

There are basically 3 funded retirement systems operated under the
direction of the United States government: Old Age, Survivors, Disability,
and Health Insurance; Civil Service Retirement; and Railroad Retirement.

Old Agg, Survivors, Disability, and Health Insurance

The federal government established Old Age and Survivors Insurance
as its basic social insurance program with the passage of the Social
Security Act in 1935. As indicated in Table 2-1, the program made eligible
for covi!rage only slightly more than one-half of the paid employment forte
in 1940. Membership, however, was subject to changes as Congress
amended the law during the years to come, and by 1967 coverage had been
extended to 70.3 million of the 76.0 million workers in the Paid employment
force. Assets held by the OASDHI trust funds also had increased, ',as is
shown by their growth from $2.0 billion in 1940 to $26.2 billion in 1967
(Table 2-2). The growth of these funds was quite rapid until 1955. when



TABLE 2-1MAJOR RETIREMENT SYSTEMS MEMBERSHIP (thousands)

1940 1950 1960 1966
Paid employmenta 46,000,0 60,000.0 67,500.0 76,000.0
OASDHI

Active° b.B.meficiaraes
26,800.0

222.0
38,700.0
3,477.0

62,000.0
14,845.0

70,300.0
22,767.0

Railroad Retirement
Active 1,177.0 1,494.0 862.0 738.0Beneficiaries 251.0 384.0 480.0

Civil Servicec
Active 1,699.0 2,188.0 2,518.0Beneficiaries 157.0 369.0 568.0

State and Loca lc
Active 2,600.0 4,500.0 6,100.0Beneficia7les 254.0 590.0 865.0

Teachersd
Active 2,828.8Beneficiaries 331.3

Private Insurede
Active 695.0 2,755.0 5,475.0 7,835.0

Non-insuredf
Active 7,050.0 15,760.0 18,625.0

U. S. Bureau of the Census, Statistical Abstract of the United States, 1969 (90th. edition)Washington, D. C., 1969, p. 280.
b Ibid., p. 28.
c Investment Bankers Association of America, State and Local Pension Funds, A ReportPrepared by Thomas M. Adams and Gordon L. Calvert (Washington: Investment BankersAssociation of America, 1968) p. 4.
d Compiled from: National Education Association, School Law Summaries, A Collection ofschool law summaries by the Council on Teacher Retirement (Washington: National EducationAssociation), 1967.
Institute of Life Insurance, Life Insurance Fact Book (New York, 1969), p. 39.Computed from: Investment Bankers Association of America, p. 4, and Insurance FactBook, p. 39.

they composed a magnitude of $21.7 billion, but have grown more slowlysince. The system presently pays benefits to over 22 million beneficiaries.20

Federal Civil Service Retirement

Membership in this plan tends to be compulsory for civil service(Inployees; therefore, most of the 2.7 million civilian employees of thefederal government are covered.21 Its assets have grown rapidly, having
reached $18.2 billion by 1967 (Table 2-2). In comparison with the $26billion fund of OASDHI and in consideration of the much larger member-ship of the latter system, the FCSR fund is a large one.

Railroad Retirement

The third major retirement system operated by the United StatesGovernment is the Railroad Retirement System. It was initiated in 1884,



when the Baltimore and Ohio Railroad established a plan for its employees.22
This was followed by 81 other plans for railroad employees, 76 of which
were unfunded pay-as-you-go systems. During the 1930's, when the rail-
roads found themselves, in many instances, unable to pay benefits to those
eligible to retire, the government deemed it necessary to set up a federal
system. This system is quite similar to the OASDHI insofar as the mechanics
are concerned, but it differs in that contributions are made directly to the
general fund of the United States treasury and maximum benefits are
considerably higher. The assets of this fund amounted to approximately
$4.2 billion in 1967, having grown from $.1 billion in 1940 (Table 2-2).
It reached a peak in membership around 1945 when it had 1.8 million
members, and has been declining as employment in the industry has de-
creqsed during recent years (Table 2-1). In 1966, it had an active member-
ship of 738 thousand members while benefits were being paid to 480
thousand beneficiaries.

Private retirement systems

Private retirement plans are of two basic types: the insured type and
non-insured types.

TABLE 2-2-ASSETS OF MAJOR RETIREMENT SYSTEMS
(billions of dollars)

Name of Fund - 1940 1945 1950 1955 1960 1965 1967

Government Plans

OASDHla 2.0 7.1 13.7 21.7 22.6 19.8 26.2
Railroad

b
.1 .7 2.6 3.5 3.7 3.9 4.2

Civil Serviceb .6 2.2 4.2 6.5 10.5 15.9 18.2

State and Localc NA 2.3d 6.2d 9.9 18.5 31.8 39.3
Teacherse 3.3 7.4 13.7 17.2

Private Plans
-T---Insured NA NA 5.6h11.3 18.9 27.3 32.1

Non-insuredg NA NA 6.5 16.1 33.1 58.1 71.8
Totals NA NA 38.8 67.1 102.8 156.8 191.8

a U. S., Social Security Administration, Social Security Bulletin (1967), pp. 37-38.
b Social Security Bulletin, p. 23.
c U. S.,' Bureau of the Census, Finance of Employee-Retirement Systems by State and

Local Governments, April 1961, p .3, and January. 1966, p. 2.
d Social Security Bulietin, December 1966, p. 41.

Calculated from: Investment Bankers Association of America, State and Local Pension
Funds. A report Prepared by Thomas M. Adams and Gordon L. Calvert (Washington: Invest-
ment Bankers Association of America, 1960, 1962, 1966, 1968). ,

g Institute of Life Insurance, Life Insurance Fact Book (New York, Institute of Life In-
surance, 1966), p. 36.

g U. S. Bureau of the Census, Statistical Abstract of the United States: 1969 (199th. edition)
Washington D. C., 1969. p. 288.

h Statdtical Abstract of the United States, 1966, p. 294.
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Insured plans

Insured plans are those in which an insurance company receives the
contributions and assumes responsibility for paying benefits according to
either a master contract covering a group of employees or a series of in-
dividual contracts covering each employee individually.23 In 1966, there
were 83.8 thousand of these plans24 covering 7.8 million employees. In
1950, they had assets of $5.6 billion and had grown approximately fivefold
by 1967, when they reached a magnitude of $32.1 billion.

Trusteed plans

Since insurance companies were subject to more legal restrictions than
trusts with regard to investments, many companies elected to manage their
own funds or to set up trusteed systems with a third-pariy trustee handling
the system. These plans have been quite populara fact which can be
observed from their rapid growth from $6.5 billion in 1950 to $71.8 billion
of assets in 1967 (Table 2-2). It will be observed that trusteed funds in-
creased tenfold during this period, which means that they were growing
faster than any of the other major groups of pension funds. In 1966, the
membership of these plans had risen to 18.6 million.

State and local retirement funds

Retirement funds provided by state and local governments for their
employees have been growing at a ratherl steady pace. Their growth is
evidenced by an increase in membership from 2.6 million members in
1950 to 6.1 million in 1966 (Table 2-1) and by an expansion of assets from
$1.6 billion in 1940 to $39.3 billion in 1967 (Table 2-2).

Teacher retirement funds

Teacher retirement fundsa component group of state and local systems
cover 2.8 million active members and provide benefits for over 330
thousand beneficiaries. Their assets have grown from $3.3 billion in 1955
to $17.2 billion in 1967, which makes them the second-fastest-growing
group of funds reviewed in this study (Table 2-2).

Teacher retirement funds compose approximately one-tenih of the
total amount of all trust funds available for retirement systems. They are
growing quite rapidly, and with the growing emphasis on education this
trend should continue. Presently, the 3 million teachers of this country are
interested in these systems as a matter of concern for future size and
dependability of benefits. The general public, putting its tax money into
these retirement systems, is also interested in how the money is being
handled. As state legislatures have been making changes in the laws with
reference to pension funds and may be interested in further changes, it is
of interest to find out what, policies and practices prevail and what changes
might be beneficial.
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CHAPTER HI

ADM I NISTRATIVE ORGAN IZATION

Administrative organization is one of the essentials for successful
operation of teacher retirement systems. An understanding of the organiza-
tion for administration is important to an analysis of the investment practices
and policies of these funds. Accordingly, it is essential to identify various
administrative positions and to determine the methods by which participants
are selected. It is also significan( to locate the responsibility for various
decisions and to determine the way in which officials go about carrying out
their duties.

Administrative Boards

Teacher retirement funds are ordinarily administered by boards of
trustees with help from an Executive Secretary and various other admin-
istrative officials. In order to find out about the size and romposition of
these teacher retirement boards, a review of the National Education As-
sociation's School Law Summaries1 was made and supplemented with a
survey of the actual statutes of twelve state funds.2 The results, covering
48 systems for which information was available, are shown in Table 3-1.
It will be observed that the size of boards ranges from 3 to 11 members.
Five-member boards, found in 17 of these systems, were the most numerous,
while 7 and 9 member boards represented 14 and 8 funds, respectively.

Turning to the table again (Table 3-1), one may observe that the
board members receive their position in 3 ways. Information available for
the 48 systems3 indicated that they had a total of 318 board members. Of
the 318 members, 111 received their position automatically as a result
of holding.an administrative or elective position in the government of the
respective state. As the nature of these positions might have a bearing on
a board member's performance with regard to the retirement board,
tabulations of the particular positions were made, and in these tabulations
it was found that the State Superintendent of Public Instruction appeared
on 31 of the 50 boards. The second most likely ex officio board member
was the State Treasurer, who was placed on 23 boards. These 2 officials
were followed by the State Insurance Commissioner and the State Auditor,
both of whom served on 8 teacher retirement boards. Other officials such
as State Banking Commissioner, State Controller, Secretary of State, Attorney
General, members of the State Board of Education, Chairman of the House
Appropriations Committee, Chairman of the State Senate Finance Commit-
tee, and the Governor appeared on 3 to 5 of these retirement boards.

Of. the 318 board members, another 124 received their position by
appointment from the governor of the respective state. When this is the



TABLE 3-1--STATE TEACHER RETIREMENT SYSTEMS
Method of Selecting Board Meml,ers', 1967

Numb er
of

States Members Ex Officio Appointed Elected

Alabama 7 4 3

Alaska 1 1

Arizona 7 7

Arkansas 10 4 6

California 7 3 4
Colorado 12 3 9

Connecticut 5 3 9

Delaware NA
Florida 9 7 2

Georgia 9 4 1 4
Hawaii 7 1 3 3
Idaho 5 2 3
Illinois 5 1 2 2

Indiana 5 5

Iowa 3 3
Kansas 6 2 4
Kentucky 7 3 4
Louisiana 9 .4 5
Maine 7 3 4
Maryland 5 3 2

Massachusetts 3 .1 2

Michigan 7 1 6

Minnesota 7 3 4
Mississ ippi 10 4 2 4
Missouri 5 1 2 2

Montana 5 1 4
Nebraska 5 5

Nevada 5 5

New Hampshire 5 3 2

New Jersey NA
New Mexico 7 3 2

New York 9 1 5

North Carolina 8 2 6

North Dakota 5 2 3

Ohio 5 3

Oklahoma 9 4 5

Oregon 5 5

Pennsylvania 5 3 1
Rhode Island 9 6 1

South Carolina 5 5

South Dakota 7 4 3

Tennessee 8 2 6

Texas 7 7

Utah 7 1 6

Vermont 5 3 2

Virginia 9 4 5

Washington 7 2 5

West Virginia 7 4

Wisconsin 7

Wyoming 9 3

Totals In , nT ITT

2

4

a National Education Association, School Law Summaries, A collection of school law
summaries by the Council on Teacher Retirement (Washington: National Education Assodation,
1967).
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case, occasionally it is specified that the appointee must be a member of
the retirement system or some segment of the system, and in several cases
it is stated that the appointee must be a laymana nonmember of the
system. The National Education Association's School Law Summaries reports
that 20 states permit the appointment of one or more lay memberin some
cases specifying that the appointee must be a lay member. Of the 20 states
permitting the appointment of lay members, only 4 placed special qualifica-
tions on the position. Arizona specifies: one member shall be a representative
of the law profession, one shall come from an investment background, and
one shall have actuarial experience. California indicates that one member
shall be an official of a life insurance company and another shall be a bank
official. Utah requires one member to be experienced in investments and
another to have banking experience. Mississippi requires that one of the
board members be a life insurance official.4 For the 124 board members
who receive their position by appointment, qualifications other than citizen-
ship are required in only 8 positions.

The remaining 83 positions on teacher retirement boards are filled
by elections from the membership. This is less than one-third of the board
members. With reference to teachers, this is made smaller by the fact that
many af the laws do not specify a teacher member but leave the way open
to election of school superintendents, principals, or other supervisory of-
ficials. A closer look at the table (Table 3-1) reveals that 23 funds, or
almost one-half of the whole group, had no elected board members. While
it is recognized that some of the appointed members are teacher members,
it would appear that classroom teachers have a very small voice in the
operation of their retirement systems. The author, having been a classroom
teacher, recognizes that the great amount of technical know-how needed
for operation of retirement systems generally is not part of the background
experience of high school and elementary teachers. It may be unwise to
have a majority of the members selected from the teaching profession, but
in order to protect teacher interest and keep them informed concerning the
system teaching membership should be given some direct recognition on
each of these retirement boards.

Teacher retirement systems are generally operated by boards of
trustees with a majority representiO, the state administration, It would
appear from their titles that many aie of recognized ability in the field of
administration and as such should' be capable of a responsible job in areas
of their experience. On the other hand, many responsibilities are placed
upon ex officio board members by virtue of their primary governmental posi-
tions and many of them may not have time or experience needed to carry
out all phases of responsibility with regard to the actuarial soundness of
the system or the investment of a continuous flow of funds coming into
the retirement fund treasury. Some recognition of the administrative
pressures upon board members can be seen by the fact that the law often
makes provision for delegating part of the authority to specialists in the
various technical aspects of the pension system operations.

A54.Jo



Responsibilities

The board of trustees of a teacher retirement fund is charged with the
responsibility of operating the respective retirement system.5 This respon-
sibility involves compliance with the state statute concerning acturial
soundness, provision for administering the various member benefits, and
the exercising of proper diligence with regard to custodial care and invest-
ment of funds flowing into the system.

Actuarial responsibilities

In setting up a retirement fund, the law usually states that the retire-
ment board is responsible for hiring an actuary. This individual is expected
to be a practicing member of his profession and certified by the Conference
of Actuaries in Public Practice or the Society of Actuaries.° The board is
responsible for collecting and making available the necessary data for the
actuary's use in developing mortality and service tables to be used in
setting up and administering the system. This is an important consideration
because it is on these calculations that contribution levels are determined.
If the calculations are inadequate, difficulty or failure may be encountered
in meeting the promised benefit schedules. Accordingly, the board is also
instructed to engage the actuary for "actuarial valuations" at intervals which
usually range from 1 to 2 years. These valuations review the current opera-
tions to determine whether the basic assumptions with reference to the
accumulation of necessary assets in meeting present and prospective liabilities
are being fulfilled.7 If it is learned that the contributions are, not adequate
to meet these liabilities, the actuary will recommend that the contributions
be raised. At somewhat longer intervals of 5 to 10 years, the actuary is
required to make a more detailed "actuarial investigation" to determine
whether the various mortality and service tables need to be adjusted to
meet the future needs of the system.

Administering accounts

Much of the work and responsibility of a retirement system involves
the administering of accounts for individual members. The usual require-
ment is that each individual shall have an account to which his contributions
are tabulated at regular intervals. Since most of these funds are committed
to a certain specified rate of return on member contributions, the interest
must be tabulated and added to each member account at least annually.
The board must stand ready to answer the questions of members concerning
the balance of their individual accounts and the arrangements necessary to
the actual retirement of the member. Finally, they must handle the payment
of benefits to a growing number of retired members on a monthly basis.

Guaranteeing fund safety

The board is also charged with safely keeping the funds for the public.
Members are required to take an oath affirming their integrity toward the



system. The nature of this oath is seen in the statute governing the Ohio
fund, which states the following:

Each member of the state teachers retirement board upon appointment
or election shall take an oath of office . . . that he will diligently and
honestly administer the affairs of the said board and that he will not
knowingly violate or willfully permit to be violated any hw applicable to
sections 3307.61 to 3307.72, inclusive, of the Revised Code.8

The board member can have no direct or indirect financial interest in
investments or any other financial transactions with the fund. This limitation
tends to prevent the board member from having the fund make loans to
himself or from making "sweetheart" contracts on behalf of the board with
the intent of receiving a "kickback" or other financial favor.

The funds are also required to furnish financial statements of their
annual operations. As is indicated in the statute of the Virginia system,°
these statements usually take the form of a balance sheet and a statement
of income and expenditures. Also, many of the systems are required to
have their accounts audited each year. This one may deduce from the fact
that some statutes specifically mention auditing and several of the funds
include the State Auditor as a member of the retirement board.

Finally, in order to assure that assets of the system will be properly
protected, the State Treasurera bonded officialwill most usually be the
custodian of its cash and securities.

Responsibility for investments

The administrative board also has the responsibility ssir acting aF a
trustee in investing the funds of most of these systems. In fact, a survey
of the statutes of 12 funds10 revealed that this was true in 10 of the 12
instances. This responsibility may have been of minor significance in the
early years of their existence, when they were small and when in the
majority of cases investments were limited to government and municipal
securities. Today, however, the funds are growing rapidly and 6 funds
each have over 1 bilhon dollars in assets. Indeed, approximately one-half
of the funds have over $200 million in assets per fund.11 Furthermore,
various developments concerning management of investments have led to
changes in the ways funds may be inveSted.. As a result, retirement boards
have found themselves in need of different approaches to the handling of
investment responsibilities.

Other responsibilities

The retirement board also has the responsibility of making many rules
and regulations necessary to the operation of the systemmany of which
could not very well have been included in the basic statute. Among these
items are the details of what forms will be filed, in what manner claims for
benefits are to be made, and how investments are to be handled on a day-
to-day basis.
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Boards have also been given responsibilities not strictly involved with
retirement in the usual sense. Included among these are items such as
life insurance and health insurance provided by some systems, and even
loans to members allowed in one system.12 Responsibilities for the ad-
ministrative officials of retirement systems are large and growing.

Staff and Procedures

Retirement boards usually carry out their responsibilities with the
aid of an Executive Secretary and a staff to whom they delegate much of
their day-to-day business. As mentioned earlier, an actuary is selected to
aid in conducting the necessary acturial work toward starting and operating
a retirement system. The board is empowered to obtain legal assistance for
its protection and advisement in the various matters involving the lawa
service which is often provided through the Attorney General's Office. The
State Treasurer usually acts as custodian to keep the funds safe, and the
board often has power to secure the services of the State Auditor in showing
proof that funds are being accounted for in accordance with the state
statutes.

Investments in the majority of the systems are handled through an
Executive Secretary, who may or may not be assisted in his duties by
investment counsel. The National Education Association Schoo/ Law
Summaries included very few funds as having outside investment counsel;
however, this may be due to the fact that there was no direct question on
this matter in the Summaries. In a discussion of this point, 4 fund managers
indicated that each of the 4 funds represented had investment counsel.13
Evidently, investment counsel servicesoffered by banks and private invest-
ment organizationare being employed by a growing number of teacher
retirement funds.

Some systems also have hired investment managers who operate under
the direction of the board and the Executiw Secretary. From available
data" and from an interview with the manager of the Ohio Teachers'
Retirement System, this writer found that at least 4 systems have taken this
step. In view of the growth of the assets of retirement funds, and with the
increased interest in their performance, it is possible that more funds will
find it necessary to follow this procedure in the future.

In a few systems, the administrative board has been separated from
the investment function in one manner or another. Two of these states,
Idaho and Maine,15 are still responsible for investments but have turned
the job over to bank trustees in much the same manner as many of the
private funds have done. The board remains responsible but, confines its
investment activities to the role of periodic evaluations of the trustee's
performance.

In two other state statutes studied, provisions were found which com-
pletely separate the investment responsibility from the administrative board's
control. In Massachusetts,1° this responsibility has been given to an Invest-
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ment Committee which is composed of the State Treasurer, the Commis-
sioner of Banks, and one member who is selected by the other two. In
the other case, that of Wisconsin,17 investments are handled by an Invest-
ment Board which is responsible for practically all of the investments
carried out by more than 20 agencies of the State. This board consists of
7 members, 4 of whom must have had at least 10 years of experience in
investments.

Summary

In summary, teacher retirement fund administration is largely centered
in boards of trustees, who are responsible for handling both the retirement
provisions and the investments of the systems. These boards delegate much
of their authority to the Executive Secretary, who carries out the many
facets of this responsibility through various professional, technical, and
staff personnel.

Notes

1. National Educational Association, School Law Summaries, A Collection of
school law summaries by the Council on Teacher Retirement (Washington:
National Education Association ), 1967.

2. Statutes reviewed were: Alabama, Colorado, Hawaii, Kentucky, Massachusetts,
Maine, Montana, New Mexico, Ohio, South Carolina, Virginia, and Wisconsin.
With one or two exceptions these were selected on the basis of every fifth fund
in an alphabetical list.

3. National Education Association, School Law Summaries, 1967.
4. Ibid., Arizona, California, Utah, Mississippi.
5. Statutes reviewed for twelve states as indicated earlier.
6. Kentucky, Revised Statutes, Annotated (Baldwin, 1966), Section 161.400.
7. Kentucky, Twenty-fifth Annual Report of the Teachers' Retirement System

of Kentucky (Frankfort, 1965).
8. Ohio, Revised Code, Annotated (Cincinnati: Anderson & Company, 1965),

Chapter 3307.08.
9. Virginia, Code of Virginia, Annotated (Charlottesville: Michie Company,

1966), Title 51-111.22.
10. Statutes reviewed for twelve states as indicated earlier.
11. Investment Bankers Association of America, State and Local Pension Funds,

A Report Prepared by Thomas M. Adams and Gordon L. Calvert (Washing-
ton: Investment Bankers Association of America, 1968).

12. National Education Association, School Law Summaries, 1967. West Virginia.
13. Personal interviews conducted with the managers of the following four

systems: Indiana, Kentucky, Ohio, and Virginia.
14. National Education Association, School Law Summaries, 1967, Califomia, New

York, and Texas.
15. Ibid., Idaho and Maine.
16. Massachusetts, Laws of Massachusetts, Annotated (Matta, 1969), Chapter 32,

Section 23.
17. Wisconsin, Wisconsin Statutes, Annotated (McGallow, 1969), Chapter 25.155.
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CHAPTER IV

SIGNIFICANT FEATURES OF TEACHER
RETIREMENT SYSTEMS

State teacher retirement plans are basically of two types (Table 4-1),
those which are supplemental to the social security system and those which
are indepemlent of the federal system. Of 48 state plans for which statistics
are available,1 a total of 34 are supplemental plans while a total of 14
are independent of social security. Systems may further be divided into
those which are open to teachers and school employees only and those
which are open to teachers and other public employees. Of the 48 states
reporting, there are 34 systems composed of teachers only, while 14 are
open to other public employees, e.g., state highway employees, state hos-
pital workers, and state police. Thus, it becomes clear that the predominat-
ing type of plan is the supplemental type which is primarily composed of
both public school teachers and other school employees.

Membership

A typical statement present in the statutes of those funds which do
not include other than educational groups in the system is found in the
Missouri system as follows: "Membership comprises full-time teachers,
supervisors, principals, superintendents, and other certificated employees
of public schools . ."2 Some funds specify certain other groups such as
clerical workers and school nurses, and in a very few cases they include
maintenance workers, lunchroom workers, and bus drivers. The Texas fund
specifies "teachers and all other employees of public schools . . ."3 It is
not uncommon to find some or all 'college and university teachers included,
as they are in Texas, Kentucky and Virginia.4 Moreover, the exception is
to fail to require teachers to join. A thorough review of the statistics reveals
only 1 state fund which does not'make membership compulsory for teachers.
Some administrative personnel, however, are elected for definite periods,
and are frequently allowed to elect not to become members. As it is usually
impossible to gain any significant retirement benefit in a short period of
time, some funds also provide for exemptions to those who enter the teaching
profession in later years.

Requirements for Retirement

The predominant practice among teacher retirement funds is to
establish normal retirement age and service requireents, with normal
age defined as the earliest age at which an employee may retire and receive
full benefits according to his years of service and salary. A review of
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Table 4-2 reveals that of 48 systems a total of 17 have a normal retirement
_ _

age requirement of 65 while 25 systems have reduced the age requirement
to 60. A few funds have reduced the retirement age as low as 55 while 2
funds simply state that retirement can take place at any age after certain
periods of long service. Two funds specify ages of 62-and 63 respectively
as the normal retirement age. A total of 31 or approximately 65 percent

TABLE 4-1-MEMBERSHIP, TYPE OF SYSTEM, AND GENERAL
INFORMATION ON STATE TEACHER RETIREMENT SYSTEMS`

December 1967'

State
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TABLE 4-2INORMAL RETIREMENT AGE AND SERVICE
REQUIREMENT AND COMBINATIONS°

December 1967

Requirement

Age Requirement Only
Age 60
" 65

Systems

14

6

8

Service Requirement Only
2

30 years
1

35 years
1

Age and Service Requirement
32

Age 55 with service of--
5 years

1
25 u

1

Age 60 with service of--
4

1
5

5
10

5
15

3
20

4
30

1

Age 62 with service of--
10

Age 63 with service of--
10

Age 65 with service of-r-,
4

5

10
15

Total

1

National Education Association, School Law Summaries.
"Fourteen systems also offered one or more alternate age and service requirementsnot

included in this table.

1

3

4

1

.

benefits are ordinarily..reOced for eady retit6e6t .The previoUsly-

,

mentioned 7701e 4-3 ghes results:4,a sample ofIver0Ourdrjund,Olthe

48 funds studied, andiiveals that tbis reductionip benefits is someihne,
figured bY using d'IONVer,benefit formida while in tither vCasesiOs done.bY':
simply tomPutingthe benefits as fOr normal retiremcnt: \IU the latter case
it is necessary to reduce the overall benefit by a certain percentage for';

each month ofretimment*iortolhe ncillnal age: Thi0 survey alsOo-reVeahi'

that it is not unusual to:require longer 'periods of fora fmAwhich was.evidenced in5 olthe ilfunds;in thesariple.
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Disability retirement

Of 48 funds reporting in 1965 and 1967, 47 make provisions for
disability retirement benefits° (Table 4-1). The usual practice is to allow
this type of benefit after a definite period of service. The period of service

requirement ranged rather widely from zero years in Texas to 15 in 10 state

systems. Several states have a 5-year service requirement while the most-
often-mentioned requirement is 10 yearsa period mentioned by almost half

of the 48 funds.

Involuntary retirement provisions

Many pension plans require a member to give up his employment at
some specified age. For convenience these provisions are divided into

TABLE 4-3aEARLY RET1REMENTb
December 1967

State
Normal Early

Age Service Age Service

Alaska 60 15 SS 15

California 60 5 SS 5

Florida 60 10 SS 10

Illinois 60 20 SS 20

Kentucky 60 0 30

Massachusetts 65 0 SS 0

Missouri 60 5 30

New Hampshire 60 0 None

North Carolina 65 0 SO 20

Oregonc 65 0 SO 0

South Dakota 65 15 60 20

Vermont 60 0 35

Wisconsinc 65 0 SO 0

Changes in Benefits
Due to

Early Retirement

Reduce benefits 61
per year under 65
Normal allowance
actuarially reduced
Benefit formula
reduced by .5%
6% reduction for
each year. under 60
Normal retirement
formula
Benefit formula
reduced by lt
Normal allowance
actuarially reduced

Benefits reduced 4%
per year for each
year under age 65
Normal retirement
actuarially reduced
Reduce normal mtire-
ment by 6% per year
under 65
Benefits actuarially
reduced for years
under 60
Benefits actuarially
reduced for years
under 65

National Education Assodation. School Low Summaries.
h A sample of every fourth fund of tbe forty.eight funds considered.

Funds not reporting in the NEA Sensmaries for 1967figures taken from NEA Summaries,

MM.
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two types: the "compulsory" type, which specifies a certain age of in-
voluntary retirement but allows the member to continue with special
permission or at the request of the employer, and the "mandatory" type
which requires the member to cease his employment on reaching a certain
age or most likely at the end of the school term in the year on which he
attains the specified retirement age.

Of the 48 funds reporting (Table 4-4), a total of 8 systems had a
"compulsory only" requirement provision at age 65 while 3 specified this
at age 70. Usually the fund simply specifies that the employee can continue
in his position on a year-to-year basis upon the request of the employer.
However, one fund added the provision that the employee may continue
service beyond age 65 if he can pass a physical examination and if the
individual school unit is willing to employ him.7

TABLE 4-4INVOLUNTARY RETIREMENT'
December 1987°

Type of Provision Systems

Compulsory 11Age 65
8Age 70
3

Mandatory 19Age 68
1Age 70

16Age 72
2

Compulsory at age 65 and Mandatory at 70 5

Neither Compulsory nor Mandatory 13

Total 48

National Education Association, School Law Summaries.b December 1985 semi wu used for five funds not reporting In 1987.

Of the group of funds reporting a mandatory retirement age, 16
specified age 70 while 2 funds used 72 and 1 cited age e8.

Another group of 5 funds specify both a compulsory and a mandatory
age which means that the member is allowed to continue in his employ-
ment beyond some compulsory age such as 65 with the employer's per-
mission but can not continue beyond a mandatory agee.g., 70.

Of the group, a total of 35 funds made provisions for involuntary
retirement while the other 13 usually indicated that this was not a provision
of the retirement fund at the state level. However, it was commonly stated
by most of these 13 systems that local school boards may and some do set
compulsory or mandatory age requirements. Thus, while it is certain that

35
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approximately 75 percent of state teacher retirement funds require in-
voluntary retirement, it can be assumed that the percentage is even higher.
This is similar to the results obtained by Joseph Kris lov in his study of
state and local retirement funds.8 The results of that study revealed that

approximately 72 percent of the 151 systems studied had involuntary
retirement provisions.

Benefit Provisions

Of utmost concern to the average retirement system member and to
other interested individuals is a knowledge of the various benefits provided.
Analysis of retirement provisions involves understandinz the various types
of benefits and the basis on which benefits are calculated.

Basis for calculating benefits

A review of 48 funds reporting (Table 4-5) permits dividing benefit
methods as follows: 6 funds providing a straight annuity purchase, 1 fund
basing retirement income on average salary during all years of employment,
24 funds employing final average salary, 11 funds employing average salary
and an annuity purchased with employee's contributions, and 6 funds f flow-
ing procedures based on other than a single combination of these 2 factors.

For most of the funds, it becomes obvious that there are really three
pertinent factors applicable in figuring benefits. First, there is the average
salary. In the case of average salary during employment, it is obvious that

TABLE 4-5BASIS FOR CALCULATING RETIREMENT BENEFITS'
December 1967°

Type of Provision Systems

Straight Annuity Purchase 6

Average Salary During Employment 1

Final Average Salary 24

Pension Based on Average Salary and an
Annuity Purchased with Employees'
Contributions 11

Pension Based on Other than Final Average
Salary and an Annuity Purchased by
Employees' Contributions 6

Total 48

National Education Association. School Law Summaries.
includes statistics for 1965 when not avaiWe for 1967involves Svc systems.



.}..700......tta0ftNiumetemsamesomu.......

TABLE 4-6DEFINITION OF "FINAL AVERAGE SALARY" UTILIZED IN
CALCULATING RETIREMENT BENEFITS'

December 1967"

Number of Years Systems

Average of--

Highest 3 years
1

Highest 3 consecutive years 2

Highest 3 of last 10 years 1

Highest 5 years 6

Highest 5 consecutive years 4

Highest 5 consecutive years in last 10 7

Last 5 years
1

Highest 10 years 1

Highest 10 of last 15 years 1

Total 24

4 National Education Association, School Law Summaries.
b Includes figures for 1985 in a few cases not available in 1967.

this means during all of the years worked. However, in the case of final
average salary, it may mean several different periods. It is clear that one
must study the specific plan in order to know just what salary is being
applied in determining the benefit. However, since 21 of the 24 funds
using final average salary applied the term to a period covering 10 or less
years, it can be concluded that the provision usually will mean an averageof 3 to 5 years in a period not exceeding 10 of the most recent years.

Needless to say, the shorter the number of years used in the final
average salary computation, the higher the average salary computation
on which one's benefit is based. This, of course, is one way of keeping
benefits more nearly in line with rising salaries and prices during periods
of inflation.

The second significant factor in figuring benefits is years of service.
While funds have a variety of provisions as to rates applied and as to
minimum and maximum benefits, all state teacher retirement funds rely
on years of service as a main factor in arriving at final benefits.

Finally, a percentage per year is ordinarily applied to average salary
to determine the benefit. As will be observed in Table 4-7, the percentage
factor varies widely, running as low as 1 percent in 2 funds and ranging to

,q1-7



TABLE 4-7'FORMULA FOR CALCULATING BENEFITS
FOR A RETIRED MEMBER

December 1987b

Formula Systems

Single percentage factor for each year service

1 percent 2

1.1 percent to 1.43 percent 4

1.5 percent 3

1.6 percent to 1.74 percent 3

1.75 percent 2

2.00 percent to 2.40 percent 5

2.5 percent 1

Two percentage factors for each year of service--
varies at specified level of final average
salary

to $4200 1

to $4800 1

to $5000 1

to $5600 1

to $6600 1

Total--Benefits Based on Final Average Salary or 25
Average Salary

National Education Association. School Law Summaries.
b Includes figures from 1985 in five cases not available in the 1987 summaries.

2li percent in one fund, while others are rather evenly scattered among
various levels between the two extremes. Some funds used two rates,
the rates changing after a certain level of average salary is reached. The
rate declined for higher levels of average salary in some cases while in others
it was raised. This, of course, tends to favor the lower salary pecple in the
former group while it tends to favor the higher salary employee in the
latter case.

Benfits payable

A review of 35 state funds reporting median or average benefit pay-
ments (Table 4-8) reveals that the range of these median payments, ex-

38



IP.V-ZrAMMECZCOZNIMItingaitnacerturcookownsovairmeateeismInWitetaateltawnwomerneorogeocuanoweraveswropronrwetrEmetZatatIMT-7.1r

elusive of social security, is $332 to $3388 for those drawing benefits in
1967. The same group of funds shows a range of median benefits of $324
to $4730 for those retiring in the year 1967. The picture, however, grows
somewhat brighter when one studies the benefit schedules shown for future
retirees. For a review of benefit schedules, funds have been divided into
4 groups shown in Table 4-9 as follows: Teachers-onlywithout social
security, 10 systems; Teachers-onlywith social security, 22 systems; Public
Employee funds including teacherswithout social security, 4 systems;
Public Employee funds including teacherwith social security-12 systems.

TABLE 4-8sBENEFITS PAID 1967s

State
B enefits

on
All Retired

Add
Social

Security
Benefi ts

1967
Retirees

Add
Social

Security

Alabama
Alaska
Arkansas
Colorado
Conne cticut
Florida

med. $1870
'med. 2322
ave . 1680
ave . 1557
med. 3120
med. 3000

x

x

med. $2068
med. 411 2
ave . 2066
ave . 22.eo
med. 4337
med. 4000

x

x

Georgia med. 2056 N. G.Idaho med. 1037 N.G.Illinois med. 2250 med. 3261Iowa med. 732 x N.G . xKansas med. 842 x N.G. xKentucky ave . 1880 ave . 266 7Louisiana med. 3311 med. 4560
Maine med. 461 med. 30 8Maryland ave . 2634 x ave . 3065 xMassachusetts med. 3388 x med. 4730 xMichigan med. 2032 x med. 2878 xMinnesota med. 1346 med. 1875Mississippi med. 81 8 x med. 1399 xMontana ave . 1533 x N.G. xNew Hampshire ave. 1389 x ave . 1391 xNew Mexico ave . 2153 x ave . 2224 xNorth Carolina med. 1239 x med. 1625 xNorth Dakota med. 1067 x med. 1146 x
Ohio ave . 2820 ave . 4182
Oklahoma med. 1$44 x N.G.Pennsylvania med. 2612 x med. 269 2 xSouth Carolina med. 1058 x med. 1400 xSouth Dakota med. 332 x med. 324 x
Texas med. 1743 x med. 2370 xUtah ave. 1140 x ave. 987 x
Vermont ave . 1886 x ave . 2122 xVirginia med. 1132 x mad. 1284 x
Washington med. 1726 x med. 2160 xWest Virginia med. 1471 x med. 1444 x
Wyoming med. 700 x med. 550 x

National Education Association, School Low Sminoustica.
b Includes only those funds applying Aguas in the School Law Summaries in 1987.



TABLE 49-BENEFITS PAYABLE& AND CONTRIBUTION RATE
December 1967'

(Age 65 years, Service 40 years, Salary $500 per month)

State

Teacher-Only Systems--with Social Security
Alabama $ 250 $177 $ 427 4% 4.4% 8.4%

Arkansas 242 177 419 5 4.4 9.4

Kansas 156* 177 333 4 4.4 8.4

Maryland 286 177 463 varies 4.4

Michigan 230 177 407 3-5 4.4 8.4

Minnesota 134* 177 311 3 4.4 7.4

Montana 206 177 383 5 4.4 9.4

New Hampshire 300 177 477 4 4.4 8.4

Oklahoma 176 177 353 4 4.4 8.4

South Dakota 160 177 337 3 1/2 4.4 7.9

Texas 275 177 452 6 4.4 10.4

Vermont 250 177 427 varies 4.4

Washington 238* 177 415 5 4.4 9.4

West Virginia 200 177 377 4 1/2 4.4 8.9

Total $3103 $5581 104.8%

Average $ 222 $ 399 8.73%

Teachers-Only Systems--without Se'cial Security
Alaska $ 300 5%
California 457* varies
Connecticut 375 6

Florida 400 6 1/4
Illinois 333 7

Kentucky 307 7

Louisiana 375 7

Massachusetts 400 5

Missouri 399 to 8

Ohio 350 7

Total $3696 58.25
Average 370 6.5

Public Employees--including teachers--without Social
Security
Colorado $ 250 6%

Mlaine 282 5

Nevada 325 6

Rhode Island 334 5

Total $1191 22.0t
Average _298 5.5
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represent conclusive evidence as to which type fund offered the most for
one's contributions. As a result, tabulations of monthly contributions were
compiled and compared with monthly benefits. The results of these com-
putations (Table 4-10) shows average monthly benefits per dollar of monthly
contributions as follows: Teacher-onlywithout social security$11.38;
Teacher-onlywith social security$9.14; Public Employeeswithout social
security$10.84; Public Employeeswith social security$10.78. Although
public employee funds with social security show the more favorable results
on a straight benefit-per-month basis, they fall behind both groups which
do not provide social security when compared on a benefit-per-dollar-of-
contribution basis. The Teacher-only systems with social security, which
show the second-best average benefit schedule, turn out to offer the least
in terms of benefits per doll,ar of contributions. Thus, while greater benefits
are available to those hav;ng social security and supplemental benefits,
these benefits come at a greater-than-proportional-per-dollar price.

TABLE 4-10BENEFITS PER DOLLAR OF CONTRIBUTIONS'
1967

(Based on $500 monthly salary)

Type of System

>4.
4.',4 ,4
14 in 0 4-1 4)
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> 4-)
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r4 gl. 0044 00 0 1.0
Vb. 0 CO $4 CIS i=i 0)

(I) ir 4.10 0 g 0 14 a
"Cl 0 > 0
< 4-) < C.)

Teachers-Only--
No Social Security $370 $370 $32.50 $11.38

Teachera-Only--
With Social Security 222 399 43.65 3.14

Public Employees--
No Social Security 298 298. 27.50 10.84

Public Employees--
With Social Security 308 485 45.00 10.78

Computations based on Table 49.

AVeimum and maximum benefits

Of the 41 state funds reporting in 1967 In the NEA Summarim,10 only
16 funds, or 39 percent, reported a minimum benefit. However, another
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16 funds also have their members covered by a minimum benefit by virtue
of the fact that they are state funds with social security, which provides
a m;zimum benefit. Minimum retirement income may be quite low with
some funds providing a social secority minimum of $55, while some others
have an even lower minimumin one case as low as $45 annual benefit
per year of service.11

A very small number of funds also reported a maximum benefit.
These maximum provisions varied quite widely with some funds specifying
a percentage ranging as low as 65 percent of final average salary, while
some specified a flat amount such as $500 per month in one case and
$12,000 per year in another.12

Cost of living adjustments

Teacher retirement funds make very little provision for cost-of-living
increases. A thorough check of the National Education Association Sum-
maries" for 1967 showed only 4 funds having mentioned this provision.
This is similar to the findings of Krislov in his study of State and Local
Government Systems in 1965 that only 11 of the 151 state and local funds
made provision for the inflation problem.14

Disability benefits

As was true for normal retirement, benefits vary widely among the
various funds. This is evidenced in the various formulas applied in the
individual states. Alaska, for example, provided benefits equal to 50 percent
of the base salary plus an additional benefit for each child up to a maximum
of 4. On the other hand, 1 state specifies that the disability allowance is
computed as for normal retirement, which means that a person becoming
eligible with 15 years of service would receive benefits strictly in accord
with his yezys of service." Ohio allows credit for years of service plus
the years one w ruld have served if disability had not occurred, then applies
the normal retimment formula. Disability benefits are subject to a maximum
of 60 percent of final average salary and compares to an 80 percent of
final average salary maximum for normal retirement in that state."

Death and survivor benefits

Without exception, it is the policy of state teacher retirement funds
to pay to the survivor an amount equal to the member's contributions.
Most funds also include the interest on member contributions as provided
for in the basic accumulation to the member's account. A few fundse.g.,
Wisconsin, Arizena, and Iowainclude the state's matching contributions.
Some systems also include an additional amounte.g., California adds one-
twelfth of annual salary for each year of service to a maximum of 6 years.12

Benefits available to beneficiaries are related to whether the funds are
supplemental to or independent of social security. A survey of 11 funds of
the 34 supplemental systems discloses that survivor benefits are available

!,13
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in approximately 9 out of 10 cases but that usually in lieu of the lump-sum
death benefit. Since none of the funds specified a figure for these optional
benefits, it would appear that the primary survivor benefit in these systems
depends on social security. In Table 4-11, survivor benefits have been
estimated on the basis of social security for an average salary of $5400a
salary which is considerably below the national average of $690518 but
which is probably low enough to include that of the average teacher who
might die while employed.

A review of these 14 state funds which are independent of social
security reveals that all of them make provision for survivors' benefits.
Since comparable data were difficult to obtain, 2 funds which appear to
offer average or above-average benefits were selected to represent this group
in Table 4-11. It will be observed that for a widow 62 or older the monthly
benefit for social security is $136 while the Ohio and California funds
provide $96 and $90, respectively. For a widow under 62 with 1 child
the social security benefit is $248 per month while the two funds without
social security allow $186 and $180, respectively. Thus, it becomes clear
that the funds having social security offer a clear advantage as to survivor
benefits.

TABLE 4-11DEATH AND SURVIVORS BENEFITS'
(per month)

Social k
Security- Ohio California

Death Benefit $255

Widow under 62 caring
for one child under
18

Widow under 62 caring
for two children under
18

Widow at SO- -deceased
had minimum of 15
years service

Widow 62 or older

Widow 60

Surviving Child

248

354

136

118

124

Member Member Contri -
Contri- butions +
butions + Interest+ 1/12
Interest current annual

salaryc

OR PLUS

$186 $180

236 250

106

96

96

90

National Educatkm Association, School Law Summaries.
U. S. Department of Health. Education. and Welfare. Social Security Administration.

Your Soria Security: Nap 1968. p.
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Vesting and Portability

Because of increasing mobility of workers, they have shown increasing
interest in provisions which tend to assure that the member will not lose
his benefits in the event of moving from one job to another. Major pro-
visions on this matter have tended to fall into two main groupsthose
relating to vesting and those favoring protability.

Vesting

Vesting refers to one's right or interest in benefits derived from the
contributions of the employer to the pension fund." In one sense, vesting
is provided for by all funds at the age of retirement, but the usual concen
is with a vested right occurring prior to normal retirement age. In private
industry, labor unions have shown considerable interest in vesting. This
interest is evidenced by the following statement from an AFL-CIO publica-
tion: "Certainly, one of the most important developments in pension plans
is that the retired employee has a non-forfeitable, legally-binding right to
his petnion."20 Realization of the importance of vesting has resulted from
pressures arising from the great changes in technology which necessitate a
high rate of worker displacements. Moreover, workers are very much aware
of the fact that pensions are an important method of tying one to a particular
job. Vesting is of particular significance to the teaching profession. It can
be a great deterrent to the more ambitious workers who would like to move
from one state to another in search of greater opportunities.

Teacher retirement funds of the various states are almost unanimous in
their adoption of vesting. Of the 48 funds reporting in the National Educa-
tion Association Sumnywies,21 only 2 funds did not make provisions for
vesting (Table 4-1). However, for the group reporting the vesting privilege,
there was a service requirement ranging from immediate in Wisconsin to
25 years in Nevada and South Dakota. A review of the service requirement
for vesting reveals that the most usual requirement is 10 years, with 16
states having this provision while 7 states had a 5-year requirement and
7 others specified 15 years. It is significant that 17 funds of the group
require 15 or more years of service before vesting takes place.

Vesting may also depend on age or service after a certain date.
Michigan requires the member to be 50 years of age in order to have a
vested interest with 10 years of service. Alaska adds service and age to
get 75, which means that one may only have a vested interest at middle
age and if he has several years of covered service; e.g., 50 years of age
plus 25 years of service equals 75, which is the necessary figure to provide
a vested interest in that state's fund. Also, some funds include a clause
requiring a year or more of service after a given date, as in Kentucky,
where it is specified that "benefits vest after ten years of Kentucky service,
five of which must be after July I, 1941, with at least one year after
July 1, 1959."22 However, for most funds in the group the practice is to
provide for vesting at any age.



Thus, while vehting is availably to members of mosi funds, this does
not meal that it will be available immediately or under all circumstances.

Pattaiaity

Portability is the righz of the member to move his pension benefits
from one employment to another. It tends to substitute for vesting and is
arranged in two steps, namely withdrawal of one's contributions and buying
into the new fund.

Withdrawal

Of the 48 funds repotting in 1965 and 1967 (Table 44), there are
no cases in which the member contributions are not returnable if the
member acts in accord with the law by making the usual required formal
request following hit change of position. In fact, most funds provided
for the return of centnliutions and of the accumulated interest. However,
no fund piuricled for the retura of employer-matching contributions and
a few funds did not allow for the withdrawal of interest earned on member
contributicms. This, of course, is significant with reference to one's will-
ingness to shift fmm one state to another.

Beria11-10

In 27 of the 48 funds reporting," there is a pruvision for portability.
Under these provisions, one simply buys into the state system to which
he moves. However, this is not without limitations. Most funds specify
a limit of a certain number of years, e.g., 5, 10, or 15 with 10 being the
most usual. Also, some funds have other limiting pmvisions, such as
reciprocity with other statesand in some cases there is a requirement of a
certain number of years of service under the new system prior to daiming
credit for the years of service under the old one.

The employee usually loses in the transfer of membership to a new
fund. It has already been noted that he does not receive the employer
contributions to carry along to the new fund and quite often he does net
receive the accurnthted interest. However, when he pays into the nen,
system he may find that he has to pay in at a higher rate than the current
employee rate, and almost always he will find it necessary to pay interest
on the contributicms. Especially difficult is the I.:position of the employee
who transfers and has no vested inteiest in his original state fund only to
find that the system to which he is transferring has no provision for buying-in.
Because of reciprocity provisions in same funds, this may occur because
of transferring from a state which has no provision for buying-in. For
esample, if a person employed in Vermont, a state which neither provides
for vesting not for buying-in," decides to seek employment in West
Virginia, a state which has a reciprodty provision, he may withdraw his
contributions from Vermont; but since West Virginia will not allow him



to buy into its fund, he loses his retirement credit for years worked in
Vermont.

Thus, it is clear that while vesting and portability are available in a
malority of the funds, this does not mean that every employee is entitled
to the provisions. No doubt, many teachers who change jobs lose part or
all of thei; retirement benefits and many others are deterred from seeking
employment elsewhere.

Other Significant Features

Two other features of state teacher retirement systems which appear
to be significant to this study are those dealing with tax-sheltered annuities
and those providing insurance.

Ms-sheltered imaities

Under tax laws of the United States, prcniskmn has been made for
encouraging employees and empkoyeis to panicle for the future of ern-
ployees thmingh making con tribu bons to tax-ibeltemod ann nitiomOs These
provisions, originally available to employees of companks and non-profit
associations, in 19131 were ex tomded tO employees of educatiicaNd institu-
tions?*

Actually, the contritmotkus are made by the employer but mnay be
handled as a reduction in salary cc in heu of a salary increase. Roughly,
they may amount tO 20 percent of one's salary.21

llhe advantage of these provisions is that the contributions are not
taxable as current income. US means that employees in the middle- amml
upter-iimenne bracket can make tur-firee contributkmns and pay tans on
the annuity benefits during retirement years when their incomes will very
libdy be mud' Iowa% Moreover, the success of mutmd funds and other
investments has shown the possibilities of large returns on funds invested
in common stoxic. Shmee the law also exempts the inves:ment income of
the annuity funds, the armufty can be larger than wcnild be possible if
me simpty invested his own funds in steel: ,or in an investment fund.

State teacher retirement funds have not been eorincmely fast in ar-
ranging for contributors to tice advantage of tax-sheltered annuity provisions.
That this is true is evidenced by the fact that only 10 systems of the 48
revinved in this chapter were making any provision at all for allowing their
nmmmbers this opportunity21 ( Table 44). However, one systern which
supplied infonnatkmo concel 'ling the number of contributors and the amount
of their contributions indicated that approximately 1000 of flS 45,000
mambeis contributed $1,290,470 to tax-slid tiered annuities in 1965.21

hommem

As then: appears to be some tendency for teacher retirement funds
to adopt provisions for insurance piotection on behalf of their members,
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a miew of the statistics was made for the pureose of determining how
much has been done in this directkm.

Health Insurance

Of the 48 systems reporting in 1965-437, 3 had taken steps to provide
some type of health insurance." This insurance is generally designed to
fill the gaps left by Medicare. 'The gaps referred to involve the lack of
coverage for those not eligible for Medicare and much expense which is
not covered under -Plan A- (Hospital Insurance) of this federal program.
One fundm has two plans of its own, one of which is designed to pmvide
benefits to those not eligible for Medicare and the other which is set up to
supplement the benefits of Medicare.

The financing of the health insurance program ranged from full-
financing by contributions of active members to full-financing out of re-
tirement benefit checks. One fund covered one-half the benefits with
regular contributions and the other one-half with a deduction from retire-
ment benefit payments.

With the coming of Medicare, it seems likely that other state teacher
retirement funds will feel compelled to develop similar systems in order
to meet the needs of their members. This is particularly true of those
systems whose members do not haw social security and are, therefore not
automatically coveted by the federal program.

Life Insurance

Of the 48 state systems mentioned above, 2 systems offer a program
of term life insurance to their members. The 2 systems5 2 appear to be
offering plans which are quite similar in nature and cast. Both systetns allow
the insured to purchase insurance in the amount of approximately 2 times
his current salary. The cost of this senice is 60 cents per month for each
$1000 of coverage on a 12-months-salary basis. At age 65, the insurance
coverage begins to decline by 2 percent of salary for each month until it
has declined to a minimum of 25 percent of the average salary figure.

The life insurance provision should be a very attractive feature to the
young teacher who needs maximum protection at a minimum cost. It is
also a goad opportunity for older members and encourages them to cany
adequate insurance protection. However, as was true of some other
features of retirement systems, this is another provision which probably
tends to make teachers less mobile.

Summary

This chapter has reviewed state teacher retirement systems with
reference to their significant retirement features. It has been found that
while some systems ate of the public-employee type which includes
teachers, a majotity ate independent teacher plans. A majority ot the
systems als, are supplemental syitems with social security. Concerning
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retirement provisions, this research has reverted that retirement eligibility
is usually based on age and years of service with (30 being the earliest
permissible age in slightly over 50 percent of the systems. Most funds
also allovved for early retirement with reduced benefits, and disability
benefits after several years of service.

In most cases, retirement benefits were found to be computed on
the basis of average si lary and years of service, with average salary usually
being derived on a ba.is of 10 years or less. Benefits payable under the
systems tend to vary (-Fite widely, with 'teacher-only" fun.% without
social security offering the highest average benefit per dollar of con'ailmtions.

A number of other types of retirement and retirement-related benefits
are provided by teacher retirement systems. Among these are death and
survithrs benefits, these provisions varying quite widely among funds,
generally not being very large. Supplemental systems, a., a group, tend
to make better provision than nonsupplemental systems in provkling for
death and survivor benefits.

Either vesting or portability is found in most state teacher retirement
funds; however, the member often loses part of his retirement or finds that
he must pay extra contributions in order to make a transition frum onesystem to another.

A few funds have begun to offer term life insurance and health in-
surance. Although the number of funds providing this type of service is
small, in view of the fact that a matority of the funds are without social
security, it seems quite likely that more funds will feel compelled to
provide health insurance in the future.

Retirement income presently being received b} retired members is
usually quite low in comparison with average teacher salaries. Benefit
schedules and retirement checks received by the most recently refiring
members indicate that the level of average teacher retirement benefits is
improving; however, as prices and wages continue rising the average
retirement income check tends to lag behind in the price-wage rise. In
consideration of the less-than-adequate benefits and the lack of suitable
vesting and portability provisions, improvement in the investment per-
formance becomes a highly desirable goal for teacher retirement systems.
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Of AlTER V

CHARACTERISTICS OF INVESTMENT tourwy

The purpose of this chapter is to idet.tify basic investment policies andpractices employed by state retirement systems for teachers. Specifically,the aim is to find out what they are doing with reference to distribution of
assets, diversification, investinent timing, and to conskler various externalconstraints which restrict the managers in the performance of their task.

Portfolio Distribution
Distribution of assets refers to the quantities of funds apportioned tovarious investment media. Data showing aggregate portfolio distribution forstate teacher retirement systems are presented in Tables 5-1 and 5-2.These data, compiled from National Education Assuriation1 and Investment

Bankers Association2 publications, show both magnitudes and relative pro-portions of assets in various types of in iestment media for selected yearsbeginning in 1952 and continuing throughout a 15.year period to 1907.It is necessary to consider each segment of investment media in order tofully comprehend the policies or retirement systems with reference to assetdistiibution.

Cash sei deposits

Presently the overall investment in cash and deposits is $88.2 millionor only .5 of one percent of the average portfolio. In order to be moredefinite concerning cash and deposits, a review of the data for the 50 funds
was made as shown in Table 5-3. Twenty-five funds show no cash at all,while 13 others are holding less than 1 percent of their assets in this form.At the opposite extreme, 12 systems were maintaining a more liquid posi-tion with cash and deposits ranging as high as 34.5 percent of the nortfolio.Funds holding more than 2 or 3 percent in this fonn, however, are inthe minority. Although one may surmise that some alert fund managersmay make certain that no cash is on hand when balance sheets are preparedand thus show no cash in their report, it seems reasonable to assume thatrash-holding generally comprises a relatively small amount of the averageteacher retirement fund portfolio.

Wed Stilton goverment obrpstioss

This category includes all Unfted States Government obligations,U. S. Government agency obligations and all government guaranteed obliga-tions except Federal Housing Administration and Veterans Administrationmortgages. It will be observed that holdings of these securities amounted
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TABLE 5-3--.STATE TEACHER RETIREMENT FUNDS'
Cash and Deposits

1967

./.111=.1M1111.1.111161.1.110101.=

State Total Assets
(thousands)

Cash and
Short Tern
(thousands)

Cash Ind Short Term
(percent of assets)

Alaska 17,702.8 6,063.9 34.5
Idaho 24,954.7 4,360.9 18.4
Delaware 901.6 46.1 5.1
North Dakota 23,83 .3 1,152.6 5.0
New Hampshire 47,332.9 1.676.9 3.6
tiawaii 272,693.3 9,400.0 3.5
Iowa 251,642.5 6,683.6 2.7
Missouri 219,235.2 5,700.0 2.6
Massachusetts 201,053.4 4,414.9 2.1
Minnesota 653,234.6 11,968.0 1.8
Vet-wont 42,745.9 639.9 1.4
New Jersey 1,361,268.5 18,319.2 1.3

13 funds .0G3-.9
25 funds None

*Cake Med from. brrestmer* Beams Association of America, State avs4 Locsi Pension
Fends, A Report Prepared by Thomas M. Adams (WasIsfmtton: Investment Rankers Association
of America, 1968)-

is made up of general obligations, revenue bonds and special assessment
bonds. Presently, these securities cmprise a magnitude of $489 million
or 2.9 percent of the average portfolio. When one turns to the record of
individual funds (Table 5-5), it is significant that these systems vary widely
in their practice with regard to municipals. Two funds have over 20 perrent
of their assets invested in them while 2 others have over 10 percent so
invested. On the other hand, 18 funds have no municipals. Thus, the
general observation is that teacher retirement funds usually do not invest
heavily in municipal securities.

Corporate boas

Bonds of art types of private corporations, including manufacturing,
transportation, public utilities and finance companies, ate referred to as
corporate bonds. They include rnollage bonds, debentures, and equipment
trust obligations, the sum of which equals $9.3 billion or just ovcr 50
percent of the aggregate portfolio of teacher retirement systems. These



corporate securities constitute the largest single component of assets of
teacher retirement funds. When the individual portfolios of the vati011s
state teacher retirement systems (Table .7.6) are considered, it is clear
that most of them hwe corporate bonds. al fact, only 2 funds have no
corporate bonds while II have over 60 percent of their assets in them, and
1 systemthat of Tennesseeis over 80 percent invested in corporate debt.
Thus, while a few funds have negligible amounts invested in corporate
bonds, a majority of the systems consider this one of their most knportant
outlets for investment.

kiketrytes

Items tabulated as mortgages thcluee all types of real estate mortgages.
A review of the data presented in the Investment Bankers Associaticm
material* shows that while some few retirement systems are buying con-
ventional mortgages, most of them are presently purchasing the F.H.A.-
insured and V.A.-insured mortgages. Cunently, this type of invextment
composes the thini-largest part of the assets, standing at 32.2 billion or

TABLE 54STATE TEACHER RETIREMENT FUNDS*
United States Government Secunlies

1987

State Total Assets
(thousands)

U. S.
Governments
(thousands)

U. S.
Governments

(percent)

Nebraska 36,734.0 36,504.0 99.5
Wyoming 29,561.8 27,705.1 93.6
West Virginia 125,989.2 113,839.0 90.3
Kansas 48,915.8 39,962.1 81.8
Florida 260,995.0 152,934.0 5t.6
Oklahoma 107,165.0 62,405.0 58.3
Louisiana 419,193.0 232,077.0 55.4
Texas 1,077,164.4 444,270.4 41.2
Mississippi 100,407.0 36,224.0 36.2
North Carolina 586,652.4 209,449.4 35.7

38 funds 1.0-34.3

Arkansas None
Idaho None

2 Calculated from: Investment Bankers Association of America, State and Local Persica
Funds, A Report Prepared by Thomas M. Adams (Washington: Invesbnent Rankers Associationof Amerka. 1988).



TABLE SSSTATE TEACHER RETIREMENT FUNDS'
Municipal Bonds

1907

State Total Assets
(thousands)

Municipals
(thousands)

Municipals
(percent)

Mississippi 100,407.0 27,843.4 27.7

Louisiana 419,193.0 94,152.5 22.5

South Catolina 284,559.1 45,435.5 16.0

Minnesota 653,239.6 66,757.9 10.2

New York 1,871,841.4 119,803.2 6.4

27 funds .01-5.5

18 funds None

Calealated fmm: Investment Bankers Association of America, State ea Local reeekas
Fends, A Report Prepared by Thomas M. Adam (Washington: Investment Bankers Association
of Americo, I968).

13.2 percent of t aggregate portfolio. Among individual state portfolios
(Table 5-7), 15 lands had n1 mortgages while 2 finrds, Missouri and
Montana, had aver 40 percent so invested, and another 9 funds were so
invested to the extent of 25 percent or more.

Corporate stock

The fourth most numerous item in the average retirement fund port-
folio is common and preferred stock, an item which aggivites a total of
$1.7 billion or 8.5 percent of the aggregate portfolio. When individual
retirement systems are considered (Table 5-8), it is found that 17 funds
hold no stock, while 11 hold over 20 percent of their investments in this
medium. However, it is significant that only 1 fund, Idaho's, has over
one-third of its funds invested in stock; this means that stock has not been
overly popular as a means of investrnsht where teacher retirement systems
are concerned.

Camelia* bonds

Included under this category are all bonds issued by Canada and
its provinces. The ownership of these securities is relatively small, with
only $339.9 million or 1.4 percent of the aggregate portfolio involved.
When one considers the individual portfolios of the numerous state systems,
it is inteat.thig to note that these bands are held by onh 12 funds. They



are quite popular with a few systems located primanly in the northern part
of the United States. In fact, it will be noticed (Table 5-9) that one fund
has 10 percent of its assets invested in this manner while 3 others are
over 7 percent so invested.

Mice! Weems

Tables 5-1 and 5-2 include one final item entitled "other." Its
magnitude of $63.6 million amounts to only .4 percent of the overall port-
folio. It includes 3 cases in which the item was not explained in the original
source. However, in 7 of 9 other instances this category refers to real
estate, an item which sometimes is held as a means of providing office space.

In retrospect, the record shows that state teacher retirement funds
generally are invested quite conservatively. This conservatism can be seen
in the heavy proportion of over 70 percent invested in bonds, 18.9 percent
of which is in U. S. Government obligations, and in the very small 9.6
percent which has been committeed to common and preferred stock.

TABLE 5-6STATE TEACHER RETIREMENT FUNDS'
Coq:orate Bonds

1967

state Total Assets Corporate Bonds Corporate Bonds
(thousands) (thousands) (percent)

Tennessee 165,350.6 134,137.1 81.1

California 1,226,906.5 976,628.5 79.6
Iowa 251,642.5 197,613.7 78.5

Virginia 341,052.7 245,941.4 72.1
Pennsylvania 1,552,641.8 1,089,732.8 70.2
Maine 120,717.0 83,693.0 69.3
New Jersey 1,361,268.5 942,223.3 69.2
Massachusetts 201,053.4 133,889.0 66.6
Illinois 396,111.1 245,363.7 62.0
Maryland 498,155.8 312,411.3 62.7
Arkansas 46,479.0 75,628.7 61.5

30 funds 10,185,282.0 4,689,201.9 29.2-59.5
7 funds 804,939.0 128,734.1 2.0-21.5
2 funds Nene

Total funds 17,151,594.9 9,255,195.5

a Caktslated from: lovestment Bankers Asgciatin f America, State end Local Peoria's
Fonds, A Report Prepstred by Thomas M. Adams (Washiagton: Investment Bankers Anociationof America, 1968).
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TABLE 5-7STATE TEACHER RETIREMENT FUNDS'
Mortgages

1987

State Total Assets
(thousands)

Mortgages
(thousands)

Mortgages
(percent)

Missouri 219,235.2 96,777.7 44.2

Montana 40,523.8 17,435.0 43.0

Michigan 446,515.4 172,692.2 38.7

Colorado 260,699.8 90,919.3 34.9

Arkansas 75,628.7 25,914.6 34.3

Vermont 42,745.9 13,932.2 32.6

Mississippi 100,407.0 27,585.6 27.5

Utah 85,273.6 23,251.2 27.3

Indiana 142,020.3 37,637.6 26.5

Kentucky 178,411.1 45,589.0 25.6

Oregon 247,316.1 63,074.6 25.5

24 funds .2-24.9

15 funds None

Calculated from: Investment Bankers Association of America, State and Local Pcnsion
Funds, A Report Prepared by Thomas M. Adams (Washington: Investment Bankers Association
of America, 1968).

Trends in portfolio distribution

During the I5-year period, 1952-67, significant trends in portfolio

distribution have appeared (Tables 5-1 and 5-2). These center around
5 segments of the aggregate portfolio, including U. S. Government obliga-

tions, municipal bonds, corporate bonds, mortgages, and capital stock.

Referring to Table 5-2, it will be observed that government obligations

accounted for 68.6 percent of the aggregate portfolio or a magnitude of
$1.6 billion in 1952. This magnitude had grown to $3.2 billion in 1967,
but as a relative amount there had been a decline to 18.9 percent of the
total investments. On the other hand, corporate bonds have shown a
marked growth both as to magnitude and as to relative proportions of

assets invested. It is noted that corporate bonds composed $319 million

or 13.7 percent of the aggregate portfolio in 1952 but had grown steadily

both in magnitude and relative amount to $9.3 billion or 54.2 percent of

the average 1967 portfolio. Mortgages also showed a steady rise from

$78.9 million in 1952 or 3.4 percent of the aggregate portfolio, to $2.2
billion which was.just over 13 pereent of the assets of these systems in the

more recent year. Common stock had a meager beginning of $20.5 million

58r



or .9 percent of the portfolio in the initial year but rose to $1.4 billion or
8.2 percent of assets in 1967. Municipal bonds composed a substantial
amount of $295.5 million or 12.6 percent of the total portfolio in 1952 and
continued to increase in importance until around 1957, when they accounted
for 17 percent of the funds' assets. After 1957, munidpal bonds continued
to rise as a magnitude for some time, but as a relative amount they have
declined; in 1967, these securities amounted to only $488.9 million or 2.9
percent of the overall portfolio. Thus, while investment in all types of
government bonds, both federal and municipal, had declined, the other
threecorporate bonds, mortgages, and common stockhad been increasing
as a relative portion of teacher retirement fund investments.

Many of the reasons for these changes go deep into the technicalities
of investment management to be considered later in this study; however,
some of the more obvious reasons for change center around scarcity of
investment media and conservatism. To begin with, in 1952 the United
States had just come through a major war and:had found it necessary to
issue large quantities of government bonds in order to finance the conflict.
At the same time, the states, counties, cities, and private corporations were

TABLE 5-8STATE TEACHER RETIREMENT FUNDS*
Corporate Stock

1967

State Total Assets
(thousands)

Common and Pref.
Stock

(thousands)
Stock

(percent)

Idaho 24,954.7 8 ,515 .9 34 .0
Alaska 17,702.8 4,402.1 24.9
Hawaii 272,693.3 62,520.2 22.9
Minnesota 653,239.6 146,469.2 22.4
New Hampshire 47,332.9 10 ,561 .5 22.4
Rhode Island 91,855.8 20,639.8 22.4
Wisconsin 472,277.8 104,936.5 22.2
New Mexico 63,169.4 13,287.7 21.0
Georgia 346 ,933.4 72,070.7 20 .8
Ohio 1,200,403.0 237,711 .0 19. 8

23 funds .5-19. 4
17 funds None

n Calculated from: Investment Bankers Association of America, State and Local Pension
Funds, A Report Prepared by Thomas M. Adams (Washington: Investment Bankers Association
of America, 1968 ).



TABLE 5-9STATE TEACHER RETIREMENT FUNI5Sa
Canadian Bonds

1967

State Total Assets Canadian Bonds Canadian Bonds
(thousands) (thousands) (percent)

Washington 230,649.5 23,108.0 10.0

Connecticut 392,080.9 31,020.8 7.9

New York 1,871,841.4 131,751.9 7.0

Wisconsin 472,277.8 33,114.0 7.0

Ohio 1,200,403.0 44,004.0 3.7

7 funds .4-2.9

38 funds None

Calculated from: Investment Bankers Association of America, State and Local Pension
Funds, A Report Prepared by Thomas M. Adams (Washington: Investment Bankers Association

of America, 1988).

forced to hold back on investments. Materials simply could not be allocated

to these less essential needs; this led to a scarcity of investment media in

these areas and indirectly forced investors to put their surplus funds into
government securities. As the country moved out of the wartime economy
and adjusted to peacetime conditions, it became possible to make new
purchases of securities largely in the private sector where bond yields
ranged from 25 to 100 base points higher. Also, with so much emphasis
on providing housing for veterans and non-veterans, the government opened

up an opportunity to place considerable money in the housing market in

the form of insured mortgages. At the same time, the great need for
improvements in state and local facilities provided opportunity for increas-
ing amounts to flow into the municipal bonds category. Furthermore, it
was often considered patriotic to one's state to invest at home. These

forces working together encouraged considerable growth in municipal in-
vestments by teacher retirement funds until around 1961, when it was
realized that, due to low yields and tax-exempt Status, these securities were

not desirable for retirement fund investment.

On the other hand, the 1950's saw a growing desire to shift more

funds to common stock. This trend developed as investment advisers and
fund managers came to realize that inflation was not just a temporary
occurrence but 'a continuing force which could hardly be reckoned with

by fixed income securities.4



Diversification

Having considered the assets distribution of the various teacher re-
tirement funds, the study now turns to a second important characteristic
of investment policydiversification. Diversification is sometimes referred
to as a policy of not "putting all of one's eggs in one basket."5 By this, it
is meant that one is careful to select securities in more than one company,
industry, or quality to avoid the danger of loss from adverse business
conditions which may fall more heavily on one company or industry than
another.

In order to find out how much significance is attached to diversification
in teacher retirement fund management, several funds were contacted and
a request was made for copies of their portfolios. Success was moderate,
but 5 funds responded with portfolios which represent a wide variety of
different types of systems. Three of the funds which respondedKentucky,
Ohio, and West Virginiarepresent teachers only, while those of Virginia
and South Carolina are state-wide employee systems which include teachers.
Three of the systems have social security while 2 have elected to remain
outside the Social Security System. More important, hoivever, is the fact
that the 5 funds vary quite widely in size. Ohio, the fourth largest state
teacher retirement system in the United States, has $1.2 billion in assets
while West Virginia is slightly smaller than average with $125 million in
its fund (Table 5-10). Thus, a review of these 5 portfolios tends to give
one an over-view of state teacher retirement portfolios and policies in
general with regard to diversification.

Company diversification

In order to find out how well diversified the funds were with regard
to companies, the number of companies represented in the corporate bond
portion of each of the sample fund portfolios was tabulated and recorded
in Table 5-11. The Ohio fund led this list in company representation with
a total of 278 companies. West Virginia had no corporate bonds but the
other 2Virginia and Kentuckyhad rather wide representation with 235
and 186 companies, respectively.

Company representation was tabulated for the stock portion of the 5
sample portfolios (Table 5-12), and it was noticed that only 3 of the 5
funds buy any stock at all. Kentucky, which had 9.9 percent of its assets
in stock, was diversified into 56 companies. Stock made up 8.1 percent
of the Virginia fund and 19.8 percent of the Ohio fund, and the latter
2 portfolios were much more widely diversified with 91 and 161 companies
included, respectively. As to companies, these funds, therefore, are widely

diversified.

Industry diversification

In order to gain further understanding of diversification of teacher
retirement funds, each security in the corporate bond portion of the sample
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portfolios was classified with reference to Standard and Poor's Classified
Index of Industrial Companies,8 as summarized in Table 5-11. It will he

observed that 3 of the funds are holding bonds in 18 of the industry
groups. The fourth fund having corporate bonds, that of South Carolina,
is not widely diversified by industry and holds securities in only 10 of the

industry segments.
All of the funds in the sample hold sizable proportions of their bonds

in industries well known for possessing greater-than-average stability. Ohio
has 64.5 percent of its bond portfolio in utilities; 10.5 percent in banks,
insurance, and finance; and 1.8 percent in food, tobacco, and beverages,
or a total of 76.8 percent in these highly stable industries. The other 3
systems had heavy proportions of the portfolio invested in these same
stable industries with South Carolina having 72.2 percent, Virginia 70.5
percent, and Kentucky 68.0 percent of assets invested in these categories.
When one looks at the remaining portion of the sample portfolios, it is

observed that they are generally well diversified, with only 1 fund holding
more than 10.5 percent in any one industry group. As these remaining
industry categories are generally found to be more cyclical7 in nature than
the utilities, finance, and food segments, the fund managers evidently feel
the need to diversify much more widely in the securities of these industries.

The stock portion of the 3 sample funds allowing capital stock as an

investment media also was classified according to the classification system
used for the bond portfolio and appears in Table 5-12. Inspection of this

table makes it quite clear that the stable types of industry have also re-
ceived favored treatment in stock investment. Here it is found that utilities,
banks, insurance, finance, and the food category make up 42.6 percent of
the Kentucky stock portfolio portion, while this runs much heavier in the
Ohio system which has 67.7 percent of its stock fund in these industries,
and in the Virginia fund which has 58.3 percent of the stock segment
invested in this manner. When stock investments were discussed with the
Executive Secretary of the Kentncky fund, he indicated that stocks are
selected for moderate yield with emphasis on growth prospects.8

This policy appears confirmed in that the Kentucky fund tends to
place considerable emphasis on automotive, drugs, chemicals, electrical
equipment, office equipment, electronics, and machinery and metal products.
While there is some difference of emphasis among these funds and while
heavy consideration is given to 3 or 4 industry groups, diversification is

quite adequate. The main emphasis is in the stable industries and
diversification is generally quite wide in the more cyclical types of industry,

Geographical diversification

In order to find out whether the investments of teacher retirement
funds tend to be concentrated in any given section of the country, a sample
of companies represented in the bond and stock portions of each sample
fund portfolio was compiled and appears in Table 5-13. Merely glancing

through this list reveals that the portfolios are widely diversified geo-
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TABLE 5-13
Geographical Distribtitionli

Companies in Bond Portfolio:

Kentucky
American Telephone and Telegraph
Illinois Bell Telephone Company
Pacific Telephone and Telegraph Company
Appalachian Power Company
Columbia Gas System
Consolidated Natural Gas Company
Gulf States Utilities Company
Kentucky Power Company
Michigan Wisconsin Power and Light Company
Nevada Power Company
North Indiana Public Service Company
Pacific Power and Light Company
Public Service of Colorado
Southern Electric Generating Company
Texas Eastern Transportation Corportation
Union Electric Company
Allis Chalmers Manufacturing Company
Montgomery Ward Company, Inc.
Sunbeam Corporation
C. I. T. Corporation
Seaboard Finance Company
Chesapeake and Ohio Railway Company
Kentucky and Indiana Railroad
Southern Pacific Railroad

Ohio
Central of Georgia Railway
Chicago Burlington and Quincy
Brockton Edison Company
Consolidated Gas Electric Light and Power Company
Indiana and Michigan Electric Company
Narragansett Electric Company
Philadelphia Electric Power Company
Tenneco, Inc.
Bell Telephone Company of Pennsylvania
Northern Ohio Telephone Company
Atlantic Refining Company
Diamond Alakali Company
International Milling Company
Rockwell Manufacturing Company

South Carolina
American Telephone and Telegraph Company
Boston and Main Railroad
Consolidated National Gas
B. F. Goodrich
Illinois Bell Telephone Company
National Steel Corporation
Oklahoma Gas & Electric
Plantation Pipe Line



TABLE 5-I3Continued

Rochester Gas & Electric
Southern California Edison Company
Texas Company
Virginia Electric Power Company

Virginia
Alabama Power Company
Brooklyn Union Gas Company
The Columbia Gas System
The Gas Service Company
Gulf States Utilities Company
Laclede Gas Company
Mountain States Telephone and Telegraph Company
Northern States Power Company
The Pacific Telephone and Telegraph
Rochester Telephom Corporation
Texas Electric Service Company
Wisconsin Telephone Company
Carnation Company
The Flintkote Company
Ingersol Rand Company
Marine Midland Properties
North American Car Corporation
Reproco, Inc.
Timprop, Inc.

Companies hi Stock Portfolio:

Kentucky
American Electric Power
Bank of America NTSA California
Commonwealth Life Insurance Company
Eastman Kodak Company
Franklin Life Insurance
Goodyear Tire and Rubber Company
International Business Machines
Louisville Gas and Electric Company
Kraftco Corporation
Reliance Universal Company
Standard Oil Company of New Jersey

Ohio
Arizona Public Service
Consolidated Edison of New York
Niagara Mohawk Power Corporation
Public Service of Colorado
Atchinson Topeka and Santa Fe
Central Illinois Light
Duke Power Company
Northern States Power
Wisconsin Electric Power
Associates Investment
Manufacturers Hanover Bank
United States Gypsum



TABLE 5-I3Continued

American Home Products
Corn Products Refining
Owens Illinois Glass
Kimberly Clark
Standard Oil of New Jersey
R. J. Reynolds
Proctor and Gamble

Virginia

Abbott Laboratories
Bankers Trust Company of New York
The Connecticut Light and Power Company
Eastman Kodak Company
International Paper Company
Merck and Company
Pacific Telephone and Telegraph
Public Service Company of Colorado
Southern Company
F. W. Woolworth

Companies in bond funds were selected on a onc-for-cnch-twenty company basis except
in the South Carolina fund where it was on n one for each five companies in the portfolio basis.
Companies in the stock funds were selected on a one-for-eneb-five company basis.

graphically, with, many large national corporations represented and a gen-
erally wide selection of rogional corporations from many areas of the
country included in each. Since the regular flow of funds tends to dictate
investment at regular intervals, it is likely that the selection process will
usually favor a wide geographical diversification, and it is not unlikely
that most of the other teacher retirement funds are following a similar
pattern with regard to geographical diversification.

Diversification as to quality

Each portfolio has been reviewed as to quality of its securities and
rated according to Moody's° or Standard and Poor'sl° Investment Service
insofar as ratings were given, and the results are presented in Table 5-14.

United States goternment securities

All of the funds in the sample have some United States government
securities. Proportions of the porlfolio in this type investment are as
follows: South Carolina 30.3 percent, Virginia 15.4 percent, Kentucky
10.1 percent, Ohio 7.8 percent, and West Virginia ever 90 percent. Some
of these securities are direct obligations of the United States government
and are rated "Ana," while others Rre issued by agencies of the United
States government. Of those which are agency issuesFederal National
Mortgage AssociatOn, Export-Import Bank, Farmers Home Administration,
Federal Deposit !aisurance Corporation and Federal Savings and Loan
ksurance Covporationmany are not guaranteed but only carry a moral
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obligation on the part of the federal government. These agency securities

compose approximately one-fourth to one-third of the United States gov-

ernment portion of the Virginia, South Carolina, and Kentucky funds.

On the other hand, they make up only a small proportion of the government

segment in the West Virginia and Ohio funds. As a total, they are quite

small except in the South Carolina fund in which they compose an amount

of $28 million, 70 percent of which is not rated. While a large percentage

of these agency securities are not rated by either major investment service,

there is some precedent for believing that the government would cot allow

them to default. In fact, in 1932 the govetnment came to the support of

one of these agenciesthe Federal Land Banksby providing additional

capital and preventing its failure."

Mortgages

As has been noted earlier, a large percentage of the teacher retirement

funds are holding mortgages, a relative proportion of 20 to 25 percent of

the respective portfolios not being uncommon. Among the 5 individual

portfolios studied for this section, only 2 were buying mortgages. Of these

2 systems, Kentucky bad approximately 25 percent of its assets in this

investment outlet, while Ohio had 22.5 percent invested in these securities.

Ohio's mortgages were made up entirely of the F.H.A.- and V.A.-insured

mortgages while Kentucky had 88 percent of its mortgages in this type.

In effect, these government-supported mortgages are guarantee,1 by the

federal government.12 The remainder of Kentucky's mortgages are con-
ventioa mortgages, amounting to $6.5 million, the strength of which could

not be determined. In an interview with the Executive Secretary of the

Indiana Teachers' Retirement System, it was learned that the Indiana fund

also buys only F.H.A.- and V.A.-insured mort,gages." Since dealing in

conventio»al mortgages has been frought with many problems and a great

deal more servicing than retirement funds are prepared to provide, it is

probable that most teacher retirement funds investing in mortgages are

buying the governmel-tt-guaranteed mortgages predominately.

Canadian bonds
One fund of the sample group, Ohio, had $40 million in Canadian

bonds. These were high quality and medium-high-grade quality with

ratings about equally divided between "A" and "AA."

Municipal bonds

Of the 5 portfolios received, the municipal portion was generally quite

small. South Carolina, with 16.0 percent so invested, had the largest

percentage of the group in this type of securities. Of the others, Virginia

had the second largest percentage, with 2.7 percent in municipals. As

for ratings, Ohio did not furnish the names of municipai;ties represented

in its portfolio; therefore, they have not been rated. Municipal bonds of

the others were rated according to Moody's Bond Record" and Standard



and Poor's Bond Guide" and found to vary somewhat as to quality with
Kentucky having 87.1 percent of its immjcipals not rated at all. The other
funds also had large numbers of nonrated municipal bonds as follows: West
Virginia 53.1 percent, South Carolina 51.7 percent, and Virginia 24.5 percent.
The holding of low-rated or non-rated securities in retirement funds has
sometimes resulted from pressure on the part of various localities to have
the funds supply money for schools, water systems or other local civic-
oriented projects. One retirement system manager with whom the author
talked indicated that, although municipals are being sold by the funds,
it becomes quite difficult to sell those which are the obligations of small
unrated communities. Perhaps this accounts for the large number of
municipal securities which are unrated or of a low-rated category in these
portfolios.

Corporate bonds

As was recognized earlier, the largest single item of investment by
teacher retirement funds is the investment in corporate bonds. Of the
5 portfolios reviewed, one did not allow corporate bonds as a form of
investment at all. The Ohio fund, which furnished ratings for its securities,
shows over 98 percent of its bond poi tfolio to he in the 3 top grades, and
it was also explained that the others had moved to grade "Baa" and "Ba"
after they had been purchased. The corporate bonds of the other funds
were rated by the author with reference to Moody's and Standard and
Poor's bond services. These securities were generally medium to high grade
with the top three grades making up 73.5 percent for South Carolina, 66M
percent for Kentucky, and 53.4 percent for Virginia. Kentucky had 22.0
percent of its corporate bonds in the "Baa" class, while the others had
only nominal amounts so rated. A very small group of "Ba" bonds were
heldthese having had their ratings reduced after they were purchased.
The 3 funds which did not supply ratings for their bonds had several
issues for which ratings were not available. The reader will notice that
these unrated bonds amounted to 45.3 percent of the corporate bonds in
the Virginia fund, 26.6 percent for the South Carolina fund and 10.7
percent for the Kentucky fund. This category was further divided into((non-rated"

and "non-rated-private placements." When tbis was done, much
of the uncertainty was removed from this portion of the South Carolina
and Virginia funds. One does not know what ratings would be applied to
these securities; however, it does explain that 28.4 percent of the Virginia
corporate bond fund and 19.9 percent of the South Carolina bond fund
was composed of private placements which were not publicly rated. A
review of Kentucky's investments revealed that over 50 percent of its
unrated securities were composed of conditional sale agreements and bank,
finance, and insurance securities. Neither of these groups is rated by
Moody's Investment Service and they are only partially rated by Standard
and Poor's Investment Service. Since the law requires that all corporate
bonds purchased for Kentucky's fund must be rated in "the three highest



classifications established by one or more mtUor rating services,"" it is

probably safe to assume that private ratings were secured and that most
of these nonrated securities were not lower than the "Baa' class.

Virginia had a large percentage of its corporate bonds in the nonrated
class; however, almost 50 percent of these were invested in banks, insurance,

finance, and conditional sale agreements. Several of the securities were
non-rated notes and some were simply with companies not mentioned by
Moody's or Standard and Poor's investment manuals. Although several of
these securities may be with companies which are too small to be rated by
the investment services, they should not be of overly weak issues. This

deduction, one may surmise, since bond investments of this fund must con-
form to standards set for life insurance companies, operating in the state

of Virginia.17 In like manner, it was found that South Carolina's fund
must buy securities of not lower than the 3 top grades placed on them by
2 of the major investment services." Thus, it would appear that most of
the corporate bonds purchased by teacher retirement funds are likely to
be diversified among the top 4 ratings of securities as rated by nationally
recognized investment services.

Corporate stock

As was discussed earlier, corporate stock has been becoming more
popular with the teacher retirement funds during the past few years and
it is of interest to know what grades are purchased. Of the 5 funds furnkh-
ing portfolios, 3 hold stock among their assets. In the Ohio fund, stock-
holdings amount to 19.8 percent of the assets while Virginia and Kentucky
had 8.1 percent and 9.9 percent of their portfolios invested in stock. As
for quality, it was found that 80 to 85 percent of these stock funds were
invested in the top 3 categories, as rated by Standard and Poor's Guide,"
and 25 to 37 percent of these securities were rated in the top classification.
From this, it is clear that while :etirement funds are beginning to buy
stock they are following a defensive policy of buying primarily from the
higher grades of securities.

Investment Timing

Teacher retirement funds have generally been quite defensive with
regard to investment timing. To begin with, their flow of funds has tended
to remain rather constant as contributions are deducted from the payroll
each month and turned over to the retirement system. Since they usually
keep their funds fully invested,20 this makes them naturally inclined toward
spreading maturities for bonds and toward dollar-cost-avernging for stock.

Spreading maturities is defensive since it permits the fund to meet any
needs for expenditures through normal maturities and avoids the problem
of selling securities at discounts. Dollar-cost-averaging means putting the

same amount into stock at regular intervals so as to permit the average
cost of the securities to fall below the peak of the market.
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Some of the systems follow dollar averaging as deliberate policy in
purchasing stock. In fact, of four managers with whom stock purchases
were discussed,21 three indicated that they used the policy in one form
or another. It was specified by the managers of the Kentucky and Ohio
funds that they operate from a list but make changes in the list if some
security can be replaced with one which appears to offer better opportunities
with regard to growth and moderate income. The manager of the Virginia
fund indicated that purchases of approximately one-half million dollars
per month are made from a list developed and kept up to date by Moody's
Investment Service. However, it was hdicated that this fund and the
Kentucky fund would occasionally delay regular purchases if it appeared
exceptionally bad timing to make the regularly scheduled purchase on a
given date.

These systems also follow a defensive policy with regard to timing
in that securities are held for long periods of time. Calculation of longevity
was made from available data on corporate bonds held by the funds of
Kentucky, Ohio, and Virginia (Table 5-15). The tabulations were made
on the basis of what each fund owned in 1961 and what changes had
taken place with respect to the original items in this portfolio during the
1961-67 period for Kentucky and the 1961-66 period for Virginia and Ohio.
It will be observed that the highest annual turnover of the 3 funds, that
of Kentucky, was npproximately 9 percent while it fell much lower for

TABLE 5-15--STATE TEACHER RETIREMENT FUNDS
Changes in 1961 Corporate Bond and Stock Portfolios

1961-66
(dollarsthousands)

Fund 1961a 1966b

Sold,
Called
Matured

percent
c

1961
Holding

Liquidated

Corporate Bonds

Kentucky 31971.0 14893.0 17078.0 53.6

Ohio 276766.0 244891.0 31870.5 11.5

Virginia 81914.0 76154.0 5760.0 7.2

Common Stock

Kentucky 1509.8 1118.6 391.2 2.6

Ohio 31517.1 28244.4 3272.7 10.2

Virginia 4510.4 4346.9 163.5 .2

* Stock in Virginia fund June 30, 1963.
h Bonds in Kentucky fund June 30, 1967.
e Calculated from portfolios of the various funds represented.



Ohio and Virginia where it amounted to less than 2 percent and 1.4
percent, respectivelythe latter representing normal turnover of maturing
securities for the funds. Kentucky has been following a much more active
management policy than the other two funds and some criticism has re-
sulted from this policy.22 When active management was discussed with
the manager of this fund and that of Ohio it was revealed that they have
a rule of thumb which applies in deciding to sell low yielding issues. The

rule they are inclined to follow is that securities will be sold if new quality
securities can be purchased which will provide sufficient increases in income
to make up for losses on sales during the following 5 years.

When one turns to the stock portion of the sample portfolios (Table
5-16), it will be observed that Kentucky and Virginia annually traded less
than 1 percent of their corporate stock portfolios while Ohio traded 2
percent per year. Certainly this is not a great turnover of these stock

portfolios. In discussing stock purchases with the manager of the Indiana
fund, it was learned that they also buy for long-haul. Thus, while Ken-
tucky has tended toward more trading than the others, it appears that
the average fund buys its securities for the long-haul, a policy which tends
to eliminate much of the short-run timing of the market.

TABLE 5-16--STATE TEACHER RETIREMENT FUNDS
Length of Maturities

Corporate Bonds Held'

Term
(yrs.)

Kehtucky Ohio South Carolina Virginia

1-5 2% 7% 0% 2%

6-10 4 8 8

11-15 7 18 3 3

16-20 11 26 17 13

21-25 24 22 21 28

26-30 26 14 37 34

31-35 23 3 17 9

36-40 3 2 3 2

Over 40 1

Total 100 100 100 100

Purchases of corporate bonds July 1, 1965 to June 30, 1967 for the Kentucky fund.
Others calculated from the portfolios of the various funds represented.

1
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Teacher retirement funds also seek to avoid the short-run timing
problem by following an aggressive policy insofar as term of securities
is concerned. In this instance, they are long-term investors, taking the
added risk of longer term uncertainty in order to secure higher rates of
interest. Table 5-16 which deals with bond maturities, is partially based
on what these funds have in corporate bonds rather than on what they buy.
Even though this tends to understate the term of bonds which are being
held in the portfolios, the sample portfolios are shown to represent long-
term investments. Such analysis reveals that none of the funds had less
than 66 2/3 percent of its bond account in securities maturing in 15 years
or more. In fact, the figures which were computed from purchases for the
Kentucky fund showed over 70 percent cf their corporate bonds with
maturities of 20 years or more.

While it is evident that managers do become active in their timing
of investments and hold funds in short-term commercial paper, as was
indicated by the manager of the Virginia fund, it appears that most of
them tend to solve their timing problems rather routinely through long-term
bonds held for long periods and through dollar-cost-averaging procedures.

External Constraints on Portfolio Policy

The managers of teacher retirement systems operate under certain
external constraints which tend to limit them as to the type and quantities
of investments they make. As these constraints are quite significant in
determining various investment policies and practices of the respective
retirement systems, it is necessary to review some of these restricting
influences.

Legal restrktions

One of the most significant extemal constraints upon teacher retirement
systems is the legal restriction. These pension systems have been established
through statutes passed by the state legislature in each respective state.
The laws vary somewhat in nature but for the most part all have certain
common features. Main features with reference to investments concern
the trustees and administrators and the quantities and qualities of various
types of securities which are permitted for investment.

Types of laws

The statutes regulating the Pnvestments of teacher retirement funds
of the states are generally patterned after laws governing the action of
savings banks and insurance companies and, to some extent, fiduciaries.

An intensive survey of the data23 shows 4 fundsConnecticut, Massa-
chusetts, New York, and Rhode Islandspecifically mentioning that the
investment rules for savings banks apply to the investment of their funds.
The statute of Connecticut states the following:



r.

The secretary of the retirement board shall pay to the state treasurer
all sums collected by him under the provisions of this section. All funds of
the retirement system shall be in the custody of the state treasurer, and he
shall invest such funds as are not required for current disbursements in
accordance with the statutes governing the investment of savings bank
funds.24

Looking further into the matter, one finds the savings bank law of

Connecticut is quite detailed as to kind and quantity of securities which

shall be purchased. A casual survey of Table 5-17 reveals that the savings

bank law of Connecticut and the statutes of most states patterned for savings

banks laws, for the most part, are legal list laws. By this, it is meant that

the law states kinds of assets in which funds may be invested and per-

TAPLE 5-17SAVINGS BANK INVESTMENT LAWa
Connecticut

Investment Media Percentages

U. S. Government Securities 100% of assets
International Bank for Reconstruction 2% of assets
Housing Authority Obligations 5% of assets
States 20% of assets
Municipals (of Connecticut) 25% of assets
Regional School District Obligations

of Connecticut
Revenue Bonds
Canada and its Provinces
Funded debt of public utility

companies
Connecticut Water Company obligations
Telephone Corporate bonds
Railroad Corporate bonds
Bank Stock

Public Utility Stock
Investment Co. Stock (all held by

savings banks)

Bank Acceptances

6% of assets
5% of azsets
7-1/2% of assets

25% of assets
15% of assets
15% of assets
20% ef assets
50% of surplus an-1

profit and loss
5% of assets

25% of surplus and
profit and loss

5% of assets

Limits on Investments
in one Corporation

Political subdivisions of
Connecticut (each)

Political subdivisions of other
states (each)

Any one Water Company
Any one Telephone Company
Canadian Provinces (each province)
Public Utilities (each company)

82

5% of assets
1% of assets
2% of assets
5% of assets
2% of assets
5% of assets



TABLE 5-17Continued

Quality Standards

Political subdivis ions
of states

No default of over 90 days in
past 20 years

Net debt not to exceed 7-1/2%

t' of full value or 9% of assessed
value of taxable property of

V'::
subdivision

L;

E-
D

Water Companies Company shall be the sole company
supplying water to subject
community

Outstanding debt--not to exceed
50% of its total capital

Interest charges for all debt
must be covered at least '.wo
times after taxes

Telephone Companies 80% or more of revenue in most
recent year must be derived from
telephone service property

Interest charges on funded debt
must have been covered at least
three times during four of the
last five years

Stock Any one public utility corr. 1/2%
of assets

Equity value of com, stock must at
least equal 25% of assets

Interest Charge coverage during
each of most recent 4 years
2-1/2 times int. and pref.
dividends.

Connecticut, The General Statutes, Revised, sections 36-96.

centages allowed in each type of security. Furthermore, as is the case with
Connecticut, it often means that an actual list of securities which are eligible
is drawn up each year by the banking commissioner of the state.25

Connecticut law does, however, make provision for a very small 7%
percent of theii deposits to be invested according to the "prudent man"
rule, which means that ordinarily the trustee is legally required to:

. . . employ such prudence and such diligence in the care and management
of the estate or property as men or ordinary prudence, discretion, and
intelligence employ in their own like affairs, not with a view of speculation,
but rather to the permanent disposition of their funds, considefing the
probable income as well as the probable safety of the capital to be
invested.26
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However, the prudent man rule in the Connecticut statute is not applied
to any and all types of investment but only to bonds which have not been

included in the legal list. Thus, the Connecticut fund is limited primarily

to a legal list of securities determined once a year during the first 15 days

of July and does not include stock in manufacturing companies.
Since Massachusetts, New York and Rhode Island also mentioned

the savings bank law as a basis for their teacher retirement investments,
these savings bank statutes were reviewed. Generally, the laws in the
latter 3 states are ail quite similar to that of Connecticut in that they tend

to make provision.; for specific types of investment media and percentages
of assets which may be invested in each category. Massachusetts includes
a prudent man rule and Rhode Island is slightly more lenient than Con-

necticut in that it allows purchase of stock in manufacturing companies.
Another basis often used in developing investment law for teacher

retirement systems is the statutes applicable to life insurance companies.
A review of the data27 indicates that 14 funds refer to the life insurance
statutes of the respective states as a basis for their teacher retirement fund

investments. Since life insurance law forms the basis for so many retire-
ment funds, 3 of these laws were studied in detail and the major provisions
of the Maryland life insurance investment law are presented in Table 5-18.

Life insurance investment law as found in the state of Maryland
allows investment in media similar to that allowed by the savings bank
laws but tends tc drop the fixed percentages that may be invested in
individual categories. It also drops the restrictions concerning the propor-

tion of assets which may be invested in one institution. The requirement
for life insurance investments is particularly less stringent with reference

to the investment in corporate securities. It will be recalled that in the
case of savings banks it was usual for investment to be limited to public
utility and transportation types of corporation while in the case of life
insurance companies this type of restriction was not found. Of particular

interest here is the fact that, in purchase of either bonds or stock, many
opportunities which would not be available to the fund operating under
savings bank law would be available to systems operating under life in-

surance law. However, both laws tend to play down opportunities for

investment in corporate stock. Of the laws considered thus far, 10 percent
of the portfolio has been the maximum allowed in common stock. In

essence, the tendency of these laws is to emphasize short-term investment

policy which tends to ignore purchasing power risk. Thus, while the
insurance law tends somewhat more toward long-term policy than savings

bank law, it also has followed short-term emphasis on safety in that purchase

of common stock has been quite limited. Moreover, since the savings banks

have usually followed a rather strict legal list for most investments, it has

meant that good opportunities to invest have often had to be ignored or
passed up pending issuance of a new legal list. In short, more decisions

are left to the prudence of the fund managers operating under the insurance

statutes than to those under savings bank law.



TABLE 5-18LIFE INSURANCE INVESTMENT LAW'
Maryland

Permissible Investments

Cash and Deposits National banks, state banks,
savings and loan assoc.--if
insured

U. S. Government Securities Bonds, notes, bills--direct
obligations or fully guaran-
teed, as to principal and
interest

Municipals

Canadian

Corporate securities

Real Estate

Mortgages

Bonds of any state, city, or
County

Bonds of Canada or its
provinces

Bonds and notes of any corpora-
tion chartered in:
The U.S. or its subdivisions
Canada or its subdivisions

Common Stock 10% of assets
Pref. Stock 10% of assets

Unincumbered real estate 20%
of assets

FHA and VA mortgages
Conventional--not to exceed 75%
of the Value of property
offered as security

Permissible Investment
in one Corporationc

Stock 5% of assets

Quality requirements

Bonds

Preferred Stock

Net income to fixed charges--
1-1/2 times

--an average of the last 5
years

--for the most recent year

Net income to fixed charges and
pref. dividends-1-1/2 times

--average of past 5 years

Maryland, Crde of Maryland (Mitchie Company, 1957) Article 48, Sections 98-104.



A review of the investment laws for 8 additional systems28 tends to
show the influence of savings bank and insurance company law on the
remaining 30 teacher retirement funds of the various states. For example,
Kentucky's fund has a very definite legal list statute similar to that for
savings banks in that definite investment media are prescribed along with
percentages for each category. Likewise, some funds, such as those of
Ohio and Kentucky, show the savings bank influence in the standards set
for corporate bonds; both require that the security be in the top three
grades as determined by a national rating service.29 Further study revealed
that several funds set these high standards for safety of principal and
interest.

The influence of savings-bank and life-insurance-company law can

also be seen in the limitations on common stock. A review of all the funds
in the study revealed that definite information concerning the allowable
proportions of funds which may be placed in common stock (Table 5-19)
is availabie for 36 systems. Of this group, 4 could not invest in common
stock, while 11 indicated that only 5 percent of their assets could be invested

in either common or preferred stock. Ten systems had an overall limitation

TABLE 5-I9STATE TEACHER RETIREMENT FUNDS'
Capital Stock Investment

Legal Restrictions

Percentage of Stock
in Investments Number of Funds

5

10

11

10

15 2

20 5

25 4

33-1/3 1

35 2

40

Total Funds Allowing Stock

Total Funds Allowing Common Stock

1

36

32
b

a Calculated from: Investment Bankers Association of America, State and Local Pension
Fund, A Report Prepared by Thomas M. Adams (Washington: Investment Bankers Association

of America, 1987).
b Four funds allowing stock allowed only preferred stock.
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of 10 percent of assets and 7 were permitted varying amounts up to 20
percent of the portfolio. Only 8 funds were allowed to invest as much as
25 percent of their assets in these equity securities. One, the Hawaii fund,
allows as much as 40 percent of the portfolio in stock while two others
permit 33-1/3 and 35 percent, respectively. Thus, the influence of savings
bank and insurance company law is very pronounced in these statutes
in that over 50 percent of the funds either are allowed no stock or a very
nominal 10 percent while only 4 funds are allowed to purchase an amount
of stock exceeding 25 percent of their assets.

State and local considerations

Although teacher retirement funds are not generally restricted to in-
vestments within the home state and its localities, there is good evidence
that they sometimes feel pressure under the law and from governmental
officials to invest part of their funds in this manner. To begin with, it has
already been shown that some of these systems invest as much as 20 to
27 percent of their assets in municipal bonds. Discussion with fund man-
agers revealed that this often comes not as a legal requirement but as a
type of arm-twisting from legislators and other public officials as part of
the routine of favoring one's constituents. School officials, too, are interested
in securing new buildings and equipment, and as a result often go to their
qwn retirement funds hoping for the opportunity of placing their bonds
at lower yields and with greater convenience.

In some cases the law goes further to favor not just municipalities but
Inisinesses in general within the state. This is seen in the statute governing
the Kentucky fund, which states the following:

The board of trustees in keeping with their responsibilities as trustees
and wherever feasible shall give priority to the investment of funds in
obligations calculated to improve the industrial development and enhance
the economic welfare of the Commonwealth.30

California has a similar provision in its statute,31 and Roger Murray
points to a state-favoring provision with regard to construction and lease
of properties for New York state governmental agencies by the New York
State Teachers Retirement System.32 While it is difficult to say just how
extensive this constraint is, it is likely that many more instances occur than
appear in print, and that due to these home-state pressures probably some
funds are somewhat restricted in the free exercise of the investment function.

Size and age of fund

Since the retirement system management has little to do with the
size and age of the individual fund, these 2 characteristics are treated
here as external constraints upon the investment processes. Just as size
and age affect the policies of companies, in like manner they affect the
policies and practices of retirement funds. To begin with, it appears that
size has an effect on the type of management. Of the four funds (Indiana,



Kentucky, Ohio, and Virginia) whose managers were interviewed by the

author, only one-the large Ohio fund- has an investment manager who
is not also the manager of the whole retirement system. This factor may

be significant with regard to active management of the portfolio. Evidence
of the effect of size appears to be shown, also, in the distribution of assets
by size of funds. As is shown in Table 5-20, calculations were made which
revealed that 22 percent of the state teacher retirement plans are over 40

TABLE 5-20-PERCENTAGE DISTRIBUTION OF ASSETS'
State Teacher Retirement Systems

1967
(By State)

-

States Cash

U.S. Govt.
Obliga-
tions

Munic.
Bonds

Corp.

Bonds

Mort-

Imes

Common
& Pref.
Stock Other

Canadian
Bonds Total

Alabama .3 19.7 1.0 53.8 18.1 7.0 100.0

Alaska 34.5 7.3 8.5 24.9 24.9 100.0

Arizona .4 18.8 47.7 22.7 10.3 .1 100.0

Arkansas .7 3.7 61.5 34.3 100.0

California 17.0 .5 79.6 2.9 100.0

Colorado .3 30.2 31.6 34.9 2.6 .5 100.0

Connecticut .3 34.3 51.1 1.2 5.2 7.9 100.0

Delaware 5.1 94.9
100.0

Florida 58.6 6.6 34.8 100.0

Georgia 8.7 65.1 5.4 20.8 .1 100.0

Hawaii 3.5 2.6 1.4 44.3 24.9 22.9 .04 100.0

Idaho 18.4 44.4 2.4 34.4 100.0

Illinois 6.6 62.0 20.5 10.9 100.0

Indiana .8 24.3 29.2 26.5 17.3 .01 1.8 100.0

Iowa 2.7 18.8 78.5 100.0

Kansas 81.8 14.7 3.4 100.0

Kentocky 10.1 1.2 53.3 25.6 9.9 100.0

Louisiana .07 55.4 22.5 21.2 .8 100.0

Maine 4.3 69.3 17.1 9.2 .2 100.0

Maryland 9.1 .2 62.7 12.3 13.8 1.7 100.0

Massachusetts 2.2 30.1 .5 66.6 .6 100.0

Michigan 16.2 1.3 39.6 38.7 4.2 100.0

Minnesota 1.8 20.6 10.2 44.5 22.4 .4 100.0

Mississippi 36.2 27.7 8.8 27.5 100.0

Missouri 2.6 .6 44.3 44.2 8.3 100.0

Montana .005 10.4 46.7 43.0 100.0

Nebraska 99.4 .6
100.0

Nevada 28.2 5.5 58.2 8.0 100.0

New Hampshire 3.6 16.1 55.4 1.1 22.4 1.7 100.0

New Jersey 1.3 13.6 1.1 69.2 9.1 2.5 .8 2.4 100.0

New Mexico 32.9 .02 21.5 24.4 21.0 100.0

New York 6.9 6.4 49.1 21.2 9.3 7.0 100.0

North Carolina 35.7 1.4 54.2 1.4 7.2 100.0

North Dakota 5.0 16.8 26.1 29.8 22.7
100.0

Ohio 7.8 .6 45.0 22.5 19.8 .5 3.7 100.0

Oklahoma 58.3 41.8
100.0

Oregon .02 25.7 48.7 25.5 .1 100.0

Pennsylvania 6.3 .7 70.2 22.8 100.0

Rhode Island 32.9 2.1 42.4 22.4 100.0

South Carolina 30.3 16.0 53.3
100.0

South Dakota 29.1 62.2 7.9 100.0

Tennessee 10.5 .02 81.1 3.6 3.0 1.8 100.0

Texas .9 41.2 1.7 36.8 19.4 100.0

Utah .2 9.3 .01 58.5 27.3 4.6 100.0

Vermont 1.4 7.7 .5 56.9 32.6 .5 .5 100.0

Virginia 15.4 2.7 72.1 8.1 1.7 100.0

Washington .3 17.1 4.0 45.5 22.6 10.0 100.0

West Virginia 90.3 .5 6.3 2.9
100.0

Wisconsin .003 1.0 .2 54.4 9.0 22.2 6.1 7.0 100.0

Wyoming 93.6 .3 2.0 3.7
100.0

A Calculated from: Investment Bankers Association of America, State and Local Pension
Funds, A Report Prepared by Thomas M. Adams (Washington: Investment Bankers Association

of America, 19138).
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percent invested in cash and U. S. Government securities-2 segmentswhich
require very little investment management and which tend toward rather
high liquidity. On the other hand, when this is compared to the investment
policies of very large funds having over $1 billion in assets per fund, it is
found that only 14.3 percent of their funds are invested in this manner.
Likewise, the small funds invest a much smaller proportion cf their assets
in corporate bonds than do larger funds.

Age, too, may affect the investment policies and practices of the
systems. After all, it does take some time to get a fund established and
operating in the manner the state would like it to operate. In order to
get some interpretation of the effect of age, a review of the Investment
Bankers Association summaries33 was made for the purpose of determining
the age of the various systems. This aging process revealed that the large
funds do tend to be older on the average than the small funds. However,
8 of 11 funds in the small-fund group were established before 1950, which
means that they have had sufficient time to adjust; and while age is
significant, size is probably more important than age in the investment
process. It appears that teacher retirement funds are presently somewhat
affected in their investment policies and practices by both age and size.

Taxes

Taxes, while an important consideration to the investment practices of
insurance companies and individuals, are of no significance to teacher
retirement funds or, indeed, to any public retirement fund. As institutions
of the states, they are subject neither to income nor capital gains taxes. As
a result they do not need the tax exempt municipal bonds, and if they
should happen to receive a short-term capital gain on a security this
would have no tax significance for them.

Summary

It was pointed out in this chapter that the average fund is rather
defensive as to financial risk in that it distributes its assets in such manner
as to give considerable emphasis to securities of the United States govern-
ment and its agencies, and little emphasis to corporate stock. They are,
likewise, quite defensive in that they usually have portfolios of rather
high quality and in that they are careful to diversify their investments into
a large number of companies or industries. Because the flow of funds
is regular, they are naturally inclined toward the defensive timing policy
of investing their funds on a dollar-cost average basis.

In carrying out their policies, teacher retirement funds were found
to incur considerable external restraint in the form of influence from savings
bank and insurance laws, state and local patriotic considerations, and size
and age characteristics. These restraints tend to influence them toward
defensive investment policies and practices.
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CHAPTER VI

SUGGESTED INVESTMENT POLICIES

AND PRACTICES

A hypothesis presented in the introduction of this report was that

it is possible to alter investment policies and practices of teacher retirement

funds in such manner as to permit substantial increases in retirement bene-

fits or corresponding reductions in the contribution rates. In the previous

chapter, the various policies and practices presently being followed with

regard to the investment of teacher retirement funds were explored. The

study now will further analyze these policies and practices with reference
to standards or norms and suggest possible ways in which policies may he

altered in order to permit improved yields on the portfolios.

Objectives and Internal Constraints

An investment manager has two basic objectivesto keep the funds

safely invested, and to earn a satisfactory rate of return on the assets
entrusted to him. In order to bring out the significance of these major

objectives for teacher retirement funds, they will be analyzed in light of
41 the basic investment requirements of the funds.

7

Yield objective

One author1 states the yield objective in the following manner:

The primary investment objective of a pension fund administrator is to

make the funds put at his disposal by state and employee contributions as
productive as possible so that as large a sum as possible is available at

time of retirement . . .

Another author2 states that the objective is ". . . to maximize the

rate of return on money invested." While the emphasis here is on a high

rate of return, it does not mean that safety is to be ignored. In fact, the

acceptance of too much risk for a given contractual yield, e.g., 7 percent,

may result in losses of such magnitudes as to reduce the effective yield
below the maximum possible at a lower contractual yield. On the other

hand, acceptance of unnecessarily low contractual yields in order to secure
unneeded safety will result in less income than would be possible under

less conservative practices.
The importance of a high percentage yield has been emphasized by

various authors interested in the management of portfolios and is demon-

strated in Tables 6-1 and 6-2. In the first table, it will be observed that

$100 of annual contributions invested at a compound rate of 5 percent

would earn $258 over a 10-year accumulation period, $1307 over a 20-year
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period, and $3644 over 30 years. In Table 6-2, it can be seen that $1000
in contTibutions ($100 x 10 years) plus these earnings provides an amount
equal to $1258 at the beginning of the retirement period. If the average
individual draws benefits over a 20-year period, this provides an annuity
of $101 per year.

On the other hand, if the funds are invested at a 6 percent yield
(Table 6-1), the $1000 of contributions would produce a fund of $1318
over a 10-year accumulation period and provide an annual annuity of $115
(Table 6-2), thus increasing the benefits by 13.9 percent. Further ob-
servation will reveal that extension of the accumulation period to 20 years
raises the annual annuity to $265 if based on a 5 percent yield. With a
6 percent yield, the annuity is raised to $321 which results in an increase
of 20.8 percent in the annual annuity for the 1 percent increase in yield.
Carrying the process one step further to a 30-year accumulation plus a
20-year benefits perioda supposition which Moody's Investment Service
holds not unlikely in the case of teachers3it is shown that the 1 percent
increase in yield leads to a 29 percent increase in the annuity (Table 6-2).
In recognition of these findings, it seems obvious that teachers and state
administrators cannot afford to ignore reasonable possibilities for increasing
the yields on retirement portfolios.

TABLE 6-IIMPORTANCE OF YIELD'
During Accumulation Period

(Investment assumed$100 per year)

Accumulation Period 5% Yield 6% Yield

10 years

Investment $ 1000 $ 1000
Accumulation--end of 10th. yr. 1258 1318
Interest earned 258 318
Increase over 5% 23.3%

20 years

Investment $ 2000 $ 2000
Accumulation--end of 20th. yr. 3307 3679
Interest earned 1307 1679
Increase over 5% 28.5%

30 years

Investment $ 3000 $ 3000
Accumulation--end of 30th. yr. 6644 7909
Interest earned 3644 4909
Increase over 5% __ 34.7%

a William A. Minrath, Handbook of Business Mathematics (2d. ed.; Princeton: Van Nourand
Company Inc., 1967) p. 313.
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TABLE 64.2IMPORTANCE OF YIELD'
During Benefit Period

(Assumes 20 yearsBenefit Payments)

Accumulation Period 5% Yield 6% Yield

10 years
Amount accumulatedb $ 1258 $ 1318
Annual Annuity 101 115

Annuity Increase over 5% 14

Percent of Increase 13.9%

20 years
Amount accumulated $ 3307 $ 3679
Annual Annuity 265 321

Annuity Increase over 5% -- 55

Percent of Increase 20.8%

30 years
Amount accumulated 6644 7909

Annual Annuity 535 690

Annuity Increase over 5% 155

Percent of Increase 29%

n Williani R. Minrath, Handbook of Business Mathematics (2d. ed.; Princeton: Van Nostrand
Company Inc., 1967) p. 354.

b AccumulatMns are those at the end of accumulation periodsTable 6-1.

Safety

A second important objective is safety, which is a many-sided con-
sideration for the retirement fund. In this section safety shall be considered
from the viewpoint of the various risks involved with investmentsnamely,
financial, interest rates, and purchasing power risks.

Financial risk
Traditionally, safety was usually looked upon as security of principal.

This meant that at some definite future date the investment manager would
return to the owner the same number of dollars as was initially received.

It also meant that the owner could expect a steady flow of regular interest
payments according to a pre-arranged contract. That teacher retirement
funds have continued to emphasize this notion of safety is ch:monstrated
by the relatively large proportion of their portfolios held in fixed-income

securities (Table 6-2).
It is important to be concerned with financial risk to a certain extent,

but financial risk has apparently been given too much consideration by

some funds which hold over three-fourths of their respective portfolios in

U. S. Government securities (Table 5-4). In other words, an investment
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manager must balance this risk against yields and other investment risks
in meeting the particular needs of each retirement system.

Interest-rate risk

Safety is also affected by other types of risk. One such risk is known
as the interest-rate risk and results from changes in the interest rate on
new securities. Many bonds which qualify as high grade in financial risk
would incur considerable difficulty for an investor who :aright buy such a
bond and hold it during a period when interest rates for new securities
were rising. As many bonds specify 20 to 50 or even more years in their
contracts, this condition has been prevalent with regard to bonds sold
during the 1940's and 1950's and which have not yet matured during the
current period. A review of the securities analyzed in one of the standard
investment services reveals that there are many of these bonds.4 A good
example is American Telephone and Telegraph, which has high grade
"Aaa" rated bonds (Table 6-9) outstanding, issued in 1946, carrying a
contract yield of 2% percent, and maturing in 1982. While these securities
are of unquestioned quality in financial risk, the owner has been subjected
to a very high interest rate risk, and if he had desired to sell on September.
15, 1969 the bid price would have been around $640.

Even U. S. Government securities incur interest-rate riska fact which
is observed with regard to a treasury issue carrying a 3% percent contract
rate, issued in 1960, and due in 1990. Although very few people would
question the safety of these securities, they were being offered for sale at
a quoted rate of 69 or $690 on September 15, 1969. It becomes obvious
that the principal could not be returned intact to the owner until these
bonds have matured or the interest rate on new bonds has returned to
somewhat lower levels.

A review of the portfolios of 4 retirement funds5 reveals that they
contain many bonds which have suffered from the interest-rate risk. It
should be made clear, however, that there is no loss here in dollar amounts
of principal for the retirement fund in the long-run. The retirement fund
can hold the security until it matures at which time it will ordinarily be
redeemed at face value. Because the fund can hold securities for a long
term, and have them redeemed at face value, it does not need to be overly
concerned about the interest-rate risk. The only real problem concerning
interest-rate risk for the retirement fund is having to carry these low-yield
securities during periods when higher yields are available on equally high-
quality securities. While many of the managers would like to sell and
replace them with higher yielding new issues, accounting methods tend to
discourage it.°

Purchasing-power risk

Purchasing-power risk is the uncertainty attached to the investment
with regard to the return of the same amount of purchasing power at some
future date. Difficult as it may be to conceive of, there have been relatively
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long periods in American history when this was not a problem. A review
of the statistical record7 reveals that the 1865-1890 period was one of
declining prices as evidenced by the wholesale price index, which, based
on 1910-1914, fell from 185 to 82 during the period. Also, in the more
recent period, 1920-1932,8 the wholesale price index, as based on 1947-49
prices, declined considerably from 63.4 to 42.1.

On the other hand, there were other periods when inflation was the
general rule. During the 1901 to 1920 period, wholesale prices were

rising. This rising price level is evidenced by an upward movement of
over 25 percent in wholesale prices between 1901 and 1910 and a steeper
rise exceeding 100 percent during the brief World War I period. It was
during these two initial decades of the twentieth century that authors
began to pay more attention to the problem of protecting investments

against the purchasing-power risk.9 Beginning in 1932, prices began to
rise and have generally continued to rise, with only small interruptions,
during the entire 38-year period to 1970. During this period, the whole-
sale price index has moved upward at a rate of over 2 percent annually."
With this kind of change in the price level, it is readily seen that the
purchasing power of a long-term investment is being eroded away quite

fast. For example, if a bond had been bought in 1940 with a 30-year

maturity and paid in full in 1970, the owner would have received $1000
but he would have lost approximately 60 percent of his purchasing power.
In view of this continuous inflation, investment advisers and managers
must give increasing attention to the purchasing-power risk.

Liquidity

Liquidity is a safety precaution which involves holding funds in cash

or in investment media which may be turned into cash in a very short
time without monetary loss.11 The investment manager needs enough
liquidity to make sure he can meet obligations for benefits, payrolls of
employees, forward commitnnts for security issues contracted for, and
any other expenditures IikeW to arise. In order to make certain of having
enough liquidity, one mig t simply place the whole fund in highly liquid

items such as: savings accounts, short-term government securities, or
prime commercial paper. This, however, would usually result in much
lower return ,on the investment than could be obtained in reasonably safe
longer-term securities. From these considerations, it can be seen that the
investment manager is always on a tight rope trying to provide enough
liquidity for safety but not so much that the yield turns out to be un-

acceptably low.
For the teacher retirement fund, however, liquidity does not need to

pose a great problem. Education is a growing business that finds teacher
employment continually increasinga factor which is reflected in the growth
of retirement funds. In Table 6-3, a sample of 10 funds, selected on the
basis of every fifth fund in the basic data, shows the growth of fund assets
to range from 10 to 16.7 percent annually during the biannual period of
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TABLE 6-3STATE TEACHER RETIREMENT FUNDS
Growth of Assets'

1065-1967
( SampleEvery Fifth Fund)

State Annual Percent of Growth

California 13.0

Georgia 16.0

Iowa 13.8

Maryland 10.0

Missouri 14.8

New Jersey 11.8

Ohio 12.3

South Carolina 15.6

Vermont 10.8

Wyoming 16.7

'Compiled from Investment Bankers Association of America, State and Local Pension
Funds, A Report Prepared by Thomas M. Adams (Washington: Investment Bankeis Association
of America, 1966 and 1968).

1965-67. Looked at from another viewpoint, annual receipts exceed pay-
ments for benefits and withdrawals. Table 6-4 shows that for 32 funds
representing teachers and school employees only, payout was exceeded, by
receipts in all cases and ranged from 1.3 times in Indiana's fund to 6.9
times in the relatively young fund of South Dakota. In fact, 15 of the
funds in this group, or approximately one-half of them, had ratios of
receipts to payments equaling or exceeding 3 times. Furthermore, the
major items are all highly predictable. Contribution rates are set by law
and are unlikely to change drastically or suddenly. Benefits, also, are set
by law and are reasonably predictable according to experience tables
developed over the years of past operations. As it seems reasonable to
assume that emphasis on educational training will continue to grow in the
future, withdrawals from the funds.should be rather orderly and predictable.
In other words, a teacher retirement fund does not face the kind of
liquidity problem which is prevalent in commercial banking where the
bank must be ready to meet extraordinary demands of depositors rather
quickly. Since its payments are more highly predictable, it is not susceptible
to the kind of bunching that can befall a life insurance company; therefore,
the retirement fund only needs to keep a very small portion of its assets
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liquid in the form of cash, savings deposits, or other near-cash items. A
second line of defense can be built by arranging maturities of long-term
bonds and mortgages in such manner as to have some maturing each year.

It is admitted that a fund may occasionally find it necessary to hold short-
term items in anticipation of higher long-term interest rates; however,
holding a large percentage of the portfolio in short-term investments is
unnecessary in meeting normal liquidity needs of the system.12

TABLE 6-4-STATE TEACHER RETIREMENT SYSTEMS
Comparison of Receipts and Payments'
(Teachers and School Employees Only)

State Receipts
(1000)

Payments
(1000)

Times
Payments
Covered

Alabama 35,150 11,602 3.0

Alaska 4,563 808 5.6

Arkansas 16,849 7,589 2.2

California 263,742 128,633 2.0

Florida 55,909 22,997 2.4

Georgia 58,409 15,229 3.8

Illinois 90,572 43,370 2.1

Indiana 32,831 25,371 1.3

Kansas 12,301 6,342 1.9

Kentucky 35,059 10,372 3.4

Louisiana 58,623 17,668 3.3

Massachusetts 56,842 41,184 1.4

Michigan 121,269 32,693 3.7

Minnesota 31,674 5,611 5.6

Missouri 37,9E4 10,768 3.5

Montana 7,425 3,712 2.0

Nebraska 5,052 2,208 2.2

New Hampshire 7,238 1,783 4.1

New Jersey 113,427 44,452 2.6

New Mexico 15,971 5,441 2.9

New York 291,117 68,553 4.2

North Dakota 3,079 1,927 1.6

Ohio 197,540. 72,652 2.7

Oklahoma 20,602 10,323 2.0

Pennsylvania 182,391 80,121 2.3

South Dakota 2,436 354 6.9

Tennessee 23,394 8,301 2.8

Texas 173,912 56,313 3.1

Vermont 5,830 1,852 3.1

Washington 43,200 14,115 3.1

West Virginia 17,654 11,635 1.5

Wisconsin 65,310 14,170 4.6

Totals 2,085,355 778,149 2.7

° U. S. Bureau of Census, Employee-Retirement Systems of State and Local Governments

(Vol. 6, No. 2 of the 1987 Census of Governments), pp. 32-58.



Marketability

Marketability means that a security enjoys a regular market within
the system of security markets. Its relative marketability may be judged on
the basis of bid and asked prices, with a wider spread between the two
indicating a lower marketability. It is well to note that marketability and
liquidity are not the same thing. That a security may be sold on the
New York Stock Exchange signifies high marketability, yet it may be
selling at a price far too low to cover the cost of the initial investment.
During a period when stocks are depressed in price, many highly marketable
issues are selling at prices much below the present owners' purchase price.
They are highly marketable; but due to the financial sacrifice involved in
limited to stock. As mentioned earlier, many high-grade bonds were selling
their sale, they are presently highly illiquid. Furthermore, this trait is not
in the New York bond market in 1969 and 1970 at prices far below their
purchase price. As was true of the interest-rate risk, the teacher retirement
fund does not need to worry about marketability to the extent an in-
dividual or a commercial bank might. This is true because it has almost
no real liquidity problems and would not need ^,uddenly to sell off securities
in large quantities to meet payments. Its liabilities are rather long-term
in naturea fact which makes possible the holding of securities over rather
long periods. As with liquidity, planning maturities will also aid in solving
whatever problem may exist with respect to marketability.

Diversification

Another objective growing out of the safety problem is that of provid-
ing a diversified portfolio. Diversification was discussed in Chapter V as
being a policy of investing in more than one industry, company, geographical
region, or grade of security. This is a sound policy calculated to spread
the risk. In quality, this means selecting some high grade securities to go
along with medium-grade secuiities, thus making it possible to accept
some of the medium-grade securities into the portfolio and raise the over-all
yield without incurring too much overall risk to the fund. It also makes
possible the giving of consideration to the purchasing power risk while
continuing to pay a great deal of attention to the financial risk.

On the other hand, while diversification is beyond question as a policy
for retirement funds, it must not be misused. To begin with, it should not
be employed to cover up for poor investment analysis.. A fund needs both
diversification and good investment evaluation. Also, diversification should
not be overused. Douglas Hayes" indicates that one of the most common
undesirable features of portfolios which have been constructed without
proper planning is that they may contain an excessive number of securities.
Lawrence Jones" indicates that there is probably a limit to the reduction
in risk obtainable by adding more assets to the portfolio and that this
limit is probably around 50 to 100 items. A large fund may, hold issues
in many more companies than would be necessary for diversifimtion, but
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this may come about due to the large flow of funds seeking investment
outlet relative to the size of individual security issues available. A small
fund would probably find that adding more and more issues after a point
would be unwise both because risk is not likely to be greatly reduced and
because added items of investment tend to greatly increase investment
expense. Of particular concern here is the investment in numerous issues
of common stocka media which requires constant analysis and review.

Timing

One other objective which grows out of the overall safety objective
is that of purchases and sales of securities at the right time with reference
to the level of prices in the securities market. In the previous chapter,
it was brought out that since these funds have a rather even flow of
contributions they have a natural inclination to use dollar-cost-averaging

in the purchase of their securities. This means that they tend to put the
same amount of money into securities at regular intervals; therefore, they
buy more security units at low than at high prices and receive them at
slightly below-average prices over the long run. Also, along with this
policy, they ordinarily buy and hold securities for the long run. An alternate
policy would be to take a more active managerial role with regard to timing
the turns in the market, buying only when technical and economic indicators

seem to indicate rising prices, and selling when the price of securities
appears likely to decline. The latter type of management practice, however,

is generally not considered good investment practice by experts in retirement-

fund investment. In fact, Moody's Investment Service, in a report to the
Ohio Teachers Retirement Fund, states:15

Pension funds should be invested as received, i.e., fully invested at all times.
This amounts to "dollar-cost-averaging." Forecasting of security prices and
interest rates should not be indulged in to any important degree.

While this study subscribes to these defensive policies, this does

not mean that securities are never to be sold. Securities which appear

to be weakening should be removed from the portfolio. Bonds which

carry very low contractual yields probably should be sold when newer
high-yielding bonds can be purchased to replace them and raise the yield
sufficiently to cover capital loss on the old bonds within a reasonable
period." There may be times when the market is so clearly in a downward
tail-spin that funds should be held in short-term securities in anticipation

of a more favorable investment climate. These variations in the defensive
policy, however, should be applied with moderation. Especially, the policy

of holding short-term securities should be employed only in very exceptional

times.

A Model Portfolio

On the basis of considerations just discussed, proposed herewith is
what may be regarded as an appropriate long-term portfolio distribution

(
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for the average teacher retirement fund, including suggested types of in-
vestment media and corresponding proportions of assets. This "model"
is presented in Table 6-5.

In developing this model, the writer gave much consideration to
the investment objectives and constraints discussed in the previous section.
Further support for a distribution of assets corresponding to the model
portfolio is found in the investment experience of private retirement systems
and in tae investment counsel and advice of professional consultants
(Table 6-6).

The proposed portfolio distribution offers a great deal of flexibility.
Flexibility follows the recommendation of Soldofsky17 for the Iowa Public
Employees Retirement System and appears to be a sound practice for
several reasons. In the first place, it would be difficult to say that there
is exactly any one percentage which should apply to one of these categOries
of investment for any one fund, at any and all times. Using a flexible range
also permits adjustments to allow for adapting to changes in the market
situation; e.g., mortgages at one time may be quite attractive in terms of
yields relative to corporate bond yields. As a result, the fund manager may
be justified in increasing the flow of new money into mortgages while
slowing up on purchases of corporate bonds. At another time, the reverse
may be true and the fund manager may buy heavily in corporate bonds
while leaving off purchases of mortgages. With regard to cash and govern-
ment securities, it permits adaptation to the varying liquidity needs.
Certainly, a fund with a low ratio of inflow-outflow of 13i to 1 would need
to be more concerned with cash and government securities than one which
had a rather high ratio of 3 or 4 times in the ratio of receipts to payments.

TABLE 6-5STATE TEACHER RETIREMENT FUNDS
Proposed Portfolio Distribution

Investment Media Percent of Assets

Cash and Deposits

U. S. Government Securities

Municipal Bonds

Corporate Bonds

Mortgages

Common Stock

Preferred Stock

Other

.5- 1.0

2.0- 4.0

None

30.0-60.0

15.0-25.0

25.0-35.0

None

.0- 5.0



TABLE 6-6RETIREMENT FUND PORTFOLIOS
(Relative Distribution)

Experience and Recommendations

Investment Media

State
Teachers
Retirement
Fundsa
(1967)

Private
Noninsured
Retirement
Fundsb
(1967)

TIAA-
CREFC
(1967)

Paul
Howe!ld
(1962)

Robert M.
Soldofskya
(1964)

Roger .

Murray'
(1964)

Cash and Deposits .5 1.8 .5

U.S. Governments 18.9 3.0 .3 0-5 2-5 2

Municipals 2.9 0 0 0 0 0

Corporate Bonds 54.2 35.6 22.2 40-60 30-60 40

Mortgages 13.2 5.5 32.8 20-25 10-25 30

Stock 8.6 48.5 38.8 20-25 15-25 20

5-10g

Foreign Governments 1.4 .9

Real Estate 3.1 8

Other .4 5.7 1.3 0-5

Compiled from Investment Bankers Association, State and Loca Pension Funds, (1967).
b Securities and Exchange Commission, Statistical Bulletin (Dccember 1969), p. 26.
c Compiled from the Annua/ Report of Tcachers Insurance and Annuities Association and

College Retirement Equities Fund (New York, 1967), pp. 14-26.
d Paul L. Howell, "Management of California Pension Funds" California Management

Review, (Full 1962), pp. 33-42. Mr. Howell is a pension consultant and Third Deputy Con-
troller of the City of New York in charge of a $3.2 billion investment portfolio belonging to
the city's pension fund.

e Robert M. Soldofsky and Ernest V. Zuber, The Investment Policies of the Iowa Public
Employees Retirement SystemReview and Recommendations, Bureau of Business and: Economic
Research, College of Business Administration, University of Iowa (Des Moines, 1964), p. 1.

f Roger F. Murray, "Investment Management Performnnce of the System," New York State
Teachers Retirement System Studies, A Report Prepared by the Review Committee (New York:
1964 ) p. 97. Roger Murray has served ns Investment administrator for the Bankers Trust
Company of New York City, Executive Vice-President of the TIAA-CREF, and has been As-
sociate Dean of the Graduate School of Business of Columbia University.

If This recommendation was for preferred stock.

In the second place, management is an important variable in invest-
ment practices. It will be observed that there is considerable variance
among the recommendations of expert financial advisers; therefore, it seems
logical to assume that equally good management may vary considerably
in its analysis of the future with regard to each of these categories.

One is reminded, also, that one of the major criticisms presently
leveled at retirement funds is that legislatures have tended to set inflexible
requirements in designating securities and relative quantities of each which
may be purchased.18

In setting forth this portfolio distribution, it must be emphasized that
changes in the distribution to conform to the recommendation may take
some time, i.e., 3 to 5 years. This will be necessary because of the various
changes which take place among yiekl differentials over time, due to the



adjustments which would be necessary in management and the fact that
an established fund may not be able to sell off securities and reinvest the
funds immediately without undue losses.

In presenting this proposed portfolio, the following assumptions are
being made:

1) that teacher retirement funds will continue their growth for a consider-
able period into the future;

2 ) that security prices and yield differentials will continue similar patterns
in the future as have been observed in the past;

3) the tax policies toward securities will not change significantly;
4) that statutes can and will be altered when the logic of change is pre-

sented to the various state officials; and
5) that the model fund is approximately $300 milliona magnitude which

stands slightly below the arithmetic mean size of $340 million but some-
what above the median size of $218 million (Table 5-10).

Cash and deposits

Cash and deposits for a retirement fund held for liquidity purposes
should be sufficient to meet the needs of the system for payments of all
benefits, withdrawals, and other expenditures without delay. As all of
these items are highly predictable, cash flow should be planned in such
manner as to make sure there will be enough but not too much held in
this liquid form. Even 1 percent of a fund's assets needlessly held in this
manner can be quite a sacrifice. If the model fund of approximately $300
million held 1 percent of its fund needlessly in a savings account at 53
percent when the funds could be invested at 8 percent or better in high
grade bonds, this would cause the fund w lose $75,000 in interest an-
nually. On observing the significance of this, one is led to ask how much
should be kept in cash and savings deposits. In order to estimate the
cash needs for meeting payments, the payments of every fifth fund for
teachers or teachers and school employees only were compared with fund
assets (Table 6-7). From these calculations, it will be seen that the annual
payments compose an amount equal to 4.3 to 8.8 percent of the assets of
each respective portfolio. Cash to meet the entire payments for one month
would not need to exceed .8 of one percent in any of the funds in the
sample. In fact, 5 of the 7 funds could have met their payments with
cash in the amount of .5 of one percent of the assets if they had incurred
no inflow of funds at all during the month. Since inflow of funds exceeds
outflow in every case for the 50 funds, and as there is no reason why
fund flow should not be reasonably regul?,-, the cash holding does not need
to be large. It would appear that an average of .5 of one percent should
be adequate. In support of this conclusion, it will be observed that TIAA-
CREF has been getting along with .5 of one percent in cash, and neither
Murray, Howell, nor Soldofsky mentioned cash in his recommendation
(Table 6-6). Finally, as the teacher retirement funds on the average have
been operating with only .5 of 1 percent of their assets in cash, it appears



TABLE 6-7STATE TEACHER RETIREMENT SYSTEMS
Payments Related to Assets

(dollarsthousands)
1966-1967

State
Portfolioa

Size Paymentsb

Payments
Percent of
Portfolio

Alabama 217,523.9 11,602.0 5.3

Florida 260,995.0 22,997.0 8.8

Kentucky 178,411.1 10,372.0 5.8

Missouri 219,235.2 10,768.0 4.9

New Mexico 63,169.4 5,441.0 8.6

Pennsylvania 1,552,641.8 80,121.0 5.2

Vermont 42,745.9 1,852.0 4.3

Compiled from Inveshnent Bankers Association State and Local Pension Puna', 1967.
b U. S. Bureau of Census, Employee-Retirement Systenis of State and Local Governments,

(Vol. 6, No. 2, of the 1967 Census of Governments), pp. 32-58.

that .5 of 1 percent of assets in this form is a reasonable recommendation
for the average fund.

U. S. Government securities

A retirement system should set up a small portion of its funds to act
in a similar manner as a secondary reserve for a bank in meeting liquidity
needs. For a retirement fund, this secondary reserve does not need to be
large. It should be invested in highly marketable U. S. Government
securities, some of which should be in short-term maturities of not more
than 5 years. As short-term securities are susceptible to much less fluctuta-
tion in price than long-term securities, holding short-term securities tends
ot prevent loss due to interest rate changes; therefore, the more likelihood
there is that these funds would need to be liquidated to meet contingencies,
the greater the portion which should be placed in very short maturities.

Turning to Table 6-6, it will be observed that private noninsured
pension funds have 3.0 percent of their assets in U. S. Government
securities, while TIAA-CREF maintains an amount equal to only .3 percent
of the portfolio in this form. On considering the counsel of the 3 invest-
ment advisers (Table 6-6), it is significant that neither of them advised
that more than 5 percent of the portfolio be maintained in this medium.
It is proposed here that if U. S. Government securities, in relatively short
maturities, were maintained at an amount equaling approximately one-half
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of the annual payments for benefits, withdrawals, and expenses, these
securities would provide ample protection in case of a delay in the flow of
funds from the respective state, or in case withdrawals should turn out
to be much higher than anticipated. It will be recalled from the previous
discussion on cash that annual payments tend to range from 4.3 to 8.8
percent of assets (Table 6-7). Accordingly, approximately 2.2 to 4,4
percent of the portfolio in short-term U. S. Government securities would
be needed in order to meet the usual possible needs for secondary reserves.
While the management of each fund should carefully study its own particular
needs in this regard, the foregoing analysis appears to support the con-
clusion that U. S. Government securities in the amount of 2 to 4 percent of
assetsthe proposed recommendation of this studyshould be more than
adequate for any contingencies which may arise. If, due to state failure
to pass along cash or provide money appropriated immediately, a fund
cannot get along on this amount in government securities, it would seem
that this fact should be brought to the attention of officials involved so
as to make more productive investment management possible.

As was indicated in Chapter V, an average teacher retirement system
has 18.9 percent of its funds in U. S. Government securities. If an average
fund had only 4 percent of its assets so invested, it would be possible to
invest the other 14.9 percent in higher yielding securities, or $44,700,000
out of the $300,000,000 model fund at the higher yield. Referring to Table
6-8, one may see that over the past 10 years, 1959-68, this amount could
have been invested in high grade "Aaa" rated corporate bonds at an average
yield of 4.74 percent, while in long-term government bonds the yield
would have been approximately 44 basic interest points lower at 4.30
percent over the same period. As the average of the four top grades of
corporate bonds reported in Moody's Investment Service was 5.05 percent
for this period, surely the fund manager could have invested these con-
tributions in such manner as to have gained as much as 60 basic interest
points. A change of this nature would have meant that approximately
$268,000 additional income could have been taken in on the average by
the model fund each year.

Municipal bonds

As has been mentioned earlier in Chapter V of the study, the term
"municipal bonds" is used to refer to both bonds issued by states and
their respective local governments. Referring to Table 6-8, it is of interest
that the yields on these bonds are generally much lower than either those
for corporate bonds or U. S. Treasury bonds. During the past ten years,
the differential between "Aaa" long-term government bonds and "Aaa"
municipal bonds has often been 125 basic interest points or more. The
dinrenee between the average corporate bond and average municipal
bond yield as reported by Moody's over the ten-year period 1959-68
(Table 6-8) was computed at 1.44 percent. The reason for this differential
is not that the risk is less for a municipal bond than for a U. S. Government
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bond or a corporate bond of the same grade. To the contrary, it is due
to the autonomous nature of the states which frees them and their agencies
from taxation by the Federal Government. This being the case, they can
issue bonds paying interest which is not subject to the federal income tax
a factor which means that individuals in the higher income tax segment of
the population are willing to purchase the bonds at lower yields than if
they were not tax-exempted.

As has been shown in the earlier discussion, teacher retirement funds
once purchased municipal bonds in quite large quantities and still hold
some of them in their portfolios. In fact, it was considered the loyal thing
to do to help one's community build schools or provide funds for other
worthy projects. It was not generally understood that, as tax-exempted
state agencies, the retirement funds were losing a great deal of potential
income by this practice. Their present holding of 2.9 percent of the
average portfolio does not seem large; however, for the model fund of
$300,000,000, this means applying a lower rate to approximately $8,700,000
of the assets. Even a 1 percent increase in yield would amount to $87,000
in annual interest, and there should have been no trouble at all in doing
much better throughout the period. Furthermore, 1 fund which had
$94,152,500 in these securities was losing the opportunity to receive at
least $1 million more in annual income which would have been available
in high-grade corporate bonds.

Corporate bonds

Corporate bonds, as used here, shall refer to mortgage bonds, de-
bentures, equipment trust certificates, and conditional sales agreements.
These securities represent loans to the corporation and as such bear fixed
rates of interest. Since there are many corporations in the United States,
there are thousands of issues of corporate bonds available in various grades
and carrying many different provisions as to yield, call option, and length
of maturity. It is the contention of this author that a retirement fund
should give considerable consideration to these securities in developing a
suitable portfolio.

Quality

Corporate bonds are available in varying degrees of financial risk.
Fortunately, the investor has an abundance of information available for
analyzing the quality of securitiesa factor which was not always present
in the past. Among the various investment services are the well-known
services offered by Moody's Investment Service, Inc.," and Standard and
Poor's Corporation." Since the ratings offered by the two services are
quite similar, those of Moody's have been included in the text a4 Table 6-9.
The investment manager finds these quite helpful as a source of ready
information but should be able to go to the basic source of information
contained in the large manuals of Liese services and many other useful

_ __



TABLE 6-9
KEY TO MOODY'S CORPORATE RATINGS"

Aaa
Bonds which are rated Aaa are judged to be of the best quality. They carry

the smallest degree of investment risk and are generally referred to as "gilt edger."
Interest payments are protected by a large or by an exceptionally stable margin
and principal is secure. While the various protective elements are likely to change,
such changes as can be visualized are most unlikely to impair the fundamentally
strong position of such issues.

Aa
Bonds which are rated Aa are judged to be of high quality by all standards.

Together with the Aaa group they comprise what are generally known as high
grade bonds. They are rated lower than the best bonds because margins of
protection may not be as large as in Aaa securities or fluctuations of protection
elements may be of greater amplitude or there may be other elements present which
make the long term risk appear somewhat larger than in Aaa securities.

A
Bonds which are rated A possess many favorable investment attributes and

are to be considered as higher medium grade obligations. Factors giving security
to principal and interest are considered adequate but elements may be present
which suggest a susceptibility to impairment sometimes in the future.

Baa
Bonds which are Baa are considered as lower medium grade obligations, i.e.,

they are neither highly protected nor poorly secured. Interest payments and prin-
cipal security appear adequate for the present but certain protective elements may
be lacking or may be characteristically unreliable over any great length of time.
Such bonds lack outstanding investment characteristics and in fact have speculative
characteristics as well.

Ba
Bonds which are rated Ba are judged to have speculative elements; their

future cannot be considered as well assured. Often the protection of interest and
principal payments may be very moderate and thereby not well safeguarded during
both good and bad times over the future. Uncertainty of position characterizes
bonds in this class.

Bonds which are rated B generally lack characteristics of the desirable iavest-
ment. Assurance of interest and principal payments or of maintenance of other
terms of the contract over any long period of time may be small.

Can
Bonds which are rated Caa are of poor standing. Such Issues may be in

default or there may be present elements of danger with respect to principal or
interest.

Ca
Bonds which are rated Ca represent obligations which are speculative in a

high degree. Such issues are often In default or have other marked shortcomings.

Bonds which are rated C are the lowest rated class of bonds, and issues so
rated can be regarded as having ext:emely poor prospects of ever attaining any
real investment standing.

Moody's Bond accord, Moody's Investment Service, Inc. (Lancaster: March 1970)
%oI. 37, No. 3, P. 3.
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available sources to conduct his own analysis when any question arises in
the decision-making process.

As for the qualities of securities which the pension fund should pur-
chase, there is obviously a great deal of difference of opinion. State statutes
have generally favored the top 2 or 3 grades. On the other hand, there
is a great deal of evidence that funds should have the privilege of purchasing
these securities as low as the fourth or fifth grades. As a matter of fact,
Sidney Homer,21 a specialist in bond financing, feels that there may be
times when it would be advisable to buy bonds of the Caa classthose in
default. These contentions get support from two sources.

First, it is contended by some students of finance that the ratings
of the various services tend to be overly conservative. Soldofsky reviews
a number of conditions which have changed with reference to the earnings
coverage and cash flows since the ratings were developedconditions which
he indicates have not been considered in the ratings. These conditions are:

1. Now corporate bonds are almost always repaid regularly over their life-
time rather than the total amount of the original issue being paid at
maturity.

0. The accounting policies selected among those permitted by the Internal
Revenue Service generally understate or dampen net income and earn-
ings coverage. For example, when part of research and development
expenditures may be reported as an asset or charged as an expense, the
latter policy is often followed. A number of corporations, including
U. S. Steel, have varied their pension costs from year to year depending
upon their profitability in each year. In the simpler world prior to 1940
and before the era of high federal income tax rates, such considerations
were relatively unimportant.

3. The three-year net operating loss carryback section of the Internal
Revenue Code provides firms that have been profitable with large
potential cash refunds in the event of losses. The net operating losses
may also be carried forward for five years if not exhausted by the
carryback provisions.

4. Depreciation, a noncash charge, has grown to three times the size of net
corporate income. Almost no depreciation was acknowledged in income
statements prior to World War I. The rise of accounting, the growth in
the use of plant and equipment in the productive process, and the
increase in federal income tax rates beginning in World War H have
made depreciation the dominant factor in corporate cash flows. The
cash flew, which includes depreciation, is not used in the traditional
coverage test. For corporation after corporation, these depreciation
charges alone are several times the interest charges . . .22

In the second place, evidence that purchase of medium and lower-
rated bonds is often a good buy comes from the work of Hickman23 who
did a study on corporate bond quality and performance covering straight
bonds of domestic corporations for the period 1900 to 1944. This study
indicated that, even after defaults were compensated for, the bonds rated
from fifth through tenth rank offered a considerably better return than the
highest-ratA securities. Also, if purchased at the time of default, defaulted
bonds held to maturity would have earned an average of 18.3 to 23.1
percent.

'Ir



While this paper does not take the view that these low-grade de-
faulted bonds should be purchased, it is the contention that the investment
manager should be free, on proper analysis and with attention to diversifica-
tion, to purchase from among the top 4 or 5 grades. That this is not an
untried procedure is evidenced in Table 6-10, which shows recent quality

TABLE 6-10SELECTED RETIREMENT SYSTEMS
Corporate Bonds Quality Distribution

Name of System Aaa Aa A Baa Ba or less NRa

TIAA
b 18.26 26.47 33.88 16.02 5.37

Wisconsinb 16.11 27.44 40.92 13.22 2.31

Kentucky 13.50 13.60 39.50 22.70 10.7

Kentucky fuLd ratings were compiled by the author from Moody's Investment Service.
Nit refers to those which were not publicly ratedusually direct Placements.

b Robert M. Soldofsky und Ernest V. Zuber, The Investment Policies of the Iowa Public
Employees Retirement SystemReview and Recommendations, Bureau of Business and Economic
Research, College of Business Administration, University of Iowa (Des Moines, 1964), p. 39.

diversification in the bond portfolios of Teacher's Insurance and Annuity
Association, the Wisconsin Investment Board, and the Kentucky Teachers'
Retirement System. It will be observed that TIAA and KTRS have over
20 percent of their bond portfolio in the fourth and fifth grades, while
the Wisconsin Investment Board has invested the funds of the various
agencies of that state to the ext.nt of over 15 percent in these securities.

In this discussion of medium- and low-grade bonds, it will be noticed
that the stipulation above is not that they should be bought at any one
particular time but only when and if the yield differential is sufficient to

make them attractive. Sidney Homer, writing in 1964, pointed out that
the yield differentials had been greatly reduced over the past few years
until spreads were sometimes as low as 10-20-40 base points while some
years ago the spreads might have run 50-100-200 among the top 4 grades.
It is his feeling that these low differentials ure not sufficient to compensate
for the risk and that the best values are among the highest quality issLes.
Homer is thinking in terms of the price fluctuation of the bond in case its
credit position weakens, and says that taking a real risk for 20 basic interest
points may mean the possibility of 25 points in principal.24 However, it
will be noticed from Table 6-8 that yield spread has improved considerably
since 1964 and that the yield differential between "Aaa" and "Baa" bonds
is currently ranging around 75 basic points. At a time when interest rates
are quite high and likely to decline, the fund manager may well find it
desirable to purchase some of the "Baa" securities. This would be especially
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true if protected with good call protection or deep discounts. Although the
portion in "Ba" class bonds should be kept to a very small proportion largely
composed of those issues which may have weakened after purchase, the
combination of "Baa" and "Ba" bonds in the amount of 20 percent of the
portfolio probably would not be too high if balanced against a similar
relative amount of "Aaa" bonds.

Maturities
In order to assure that some securities will be maturing each year,

care should be taken to set a schedule of needed maturities for the bond
and mortgage portions of the retirement fund. In this manner, as the
fund matures and the inflow-outflow ratio decline:;, it is assured that funds
will be available on an orderly basis for meeting any unforeseen needs
which may arise.

While keeping the idea of staggered maturities in mind, the invest-
ment manager also has to think in terms of length of maturities available
with reference to available yields. One usually expects a greater yield for
long-term securities than for intermediate or short-term issues. Since a
pension fund can hold its portfolio over a long period, it should seek these
long-term securities and reap the added benefits. This is especially true
when interest rates are abnormally higha condition existing during the
1969-70 period. On the other hand, if interest rates are abnormally low
it may be wise to make new purchases from the intermediate and short-
term issues in anticipation of shifting to longer term securities when interest
rates have risen."

Call protection
The call feature permits the issuer to recall the bond at par or some

specified price above par value after a designated date. This feature is
usually not of great significance if the interest rate is quite low. On the
other hand, when interest rates are abnormally high as at present, it is
important to seek bonds which are protected by a rather lengthy call or
which have no call feature at all. Since many bonds presently carry a
call feature, a great deal of protection may be afforded against the call
by purchase of high or medium quality deep discount bondsa feature
which, in effect, tends to make them immune to call options.

Direct placements
Thomas Atkinson and Elizabeth Simpson" feel that the most im-

portant single change in bond offering in the 1900-1943 period and in
the post World War II period has been that direct placements have moved
from 7 percent of total bonds offered to almost 50 percent of all bonds
sold in the latter period. Private placement simply means that the issue
is handled xivately between the issuer and the purchaser, thus allowing
the issuer to avoid rcgistration with the Securities and Exchange Commission
und making it possible to negotiate charges in the contract with much



greater ease. As a result, the issuer can afford to offer a higher yield to
the lender. On the other hand, there is some inconvenience to the lender

in that his bond is not as marketable as a public issue. It will be recalled
that for the retirement fund, with its built-in ability to hold long-term
securities and its small need for liquidity, marketability does not pose a
serious problem. The only significant reason that a fund might need the
marketability of public issues would arise in 'case of rising interest rates.
During periods of high interest rates, the fund might desire to trade off
some of its low-yielding bonds and secure higher-yielding issues. This would

require finding a market; however, there would be no great hurry. Market-
ability probably is of little s:gnificance even in such cases.

As already discussA, many of the state teacher retirement funds are
buying directly placed corporate bonds. Approximately one-third to one-

half of the corporate portfolio of Virginia's fund is composed of privately
placed issues (Table 5-14). The manager of the Ohio fund has indicated
that a high proportion of its current bond purchases are direct placements.
Although the yield differential over publicly placed icsues has been de-
clining for direct placements in recent years, these issues continue to be
desirable for the average and large pension fund as a means of securing
large quantities of securities in one transaction.27

Corporate bonds offer high yields in ?omparison with municipal and
government issues (Table 6-8). One may observe that over the past 15-20
years, yields on "Aaa" corporate bonds have consistently exceeded yields
on "Aaa" municipal bonds by approximately 110 to 190 basic interest
points. They have also exceeded United States government long-term bond

yields by 25 to 100 points. Yields on the medium-grade corporate issues
have ranged as much as 1.8 percent greater in contractual yield than on
long-term U. S. Government securities.

Portfolio proportion

In consideration of the strong yield, regular flow of income, and the
satisfactory amount of safety which tends to flow from investment in
corporate bonds, they should occupy a very strong position in the average
teacher retirement fund portfolio. Referring to Table 6-6, it will be seen
that corporate securities compose 35.6 percent of the average private
noninsured pension fund portfolio, and 22.2 percent of the TIAA-CREF
fund. One may recall that the advice of the 3 investment advisers (Table
6-6) is that between 30 and 60 percent of the portfolio be placed in this
investment medium. In consideration of this investment experience, the
uuthcr proposes that a suitable ran ,c would be 30 to 60 percent of assets
in corporate bondsthc variance to depend on a number of differences
among the funds. A great deal of the difference will depend on opportunities

arising in other investment media, e.g., mortgages and common stock.
Investment in corporate bonds may also depend on how well prepared
management may be with regard to handling mortgages, common stock.
and other types of investments. Likewise, the relative amount held in



tLis form may depend somewhat on management's judgment with reference
to future expectations for each type of investment opportunity.

For most funds, holding 30-60 percent of assets in corporate bonds
would not involve a drastic change in the proportion of these securities
in the portfolio. Since a few funds do not invest in corporate bonds to a
great extent, it is believed that they could improve their perforinance
considerably by increasing their holdings in a well-diversified group of
these securities. On the other band, a few funds may be putting too much
emphasis on this medium. These few might improve their overall yield by
buying more of other suggested investment securities, i.e., mortgages or
common stock.

Mortgages

Real estate mortgages are usually broken down into two groups:
those which are F.H.A.-insured and V.A.-guaranteed, and the conventional
type. Both are generally held suitable for retirement funds providing
certain conditions are met.

Safety

When properly selected, mortgages are evidently a reasonably safe
investment. This was not always true, but during recent years following
the bad experience of the depression years, a number of changes were
made which have improved their safety. Of particular importance in
these changes have been the long-term amortization of loahs, more
thorough investigation and evaluation of property involved, and the crea-
tion of the F.H.A.-insured mortgage. When the loan is an F.H.A. or V.A.
loan it is generally assumed to be as safe as the United States government.
Howevel, when conventional mortgages are concerned, the management
of a pensi.m fund must be much more expert in the field in order .to
evaluate properly the safety of the loan. To be sure, these loans may
be handled by a mortgage broker and serviced under a contract which is
carried out for a fee of one-half of one percent of the principal balance
of the loan.28 Although it is possible to operate under these conditions
even in conventional mortgages, the retirement fund probably should not
enter the conventional loan market unless it is prepared to employ man-
agement qualified to evaluate real estate property.28

Yields

The reader will observe that Ouring the past 10 years (Table 68),
yields on F.H.A. and V.A. mortgages have often averaged as much as 150
basic interest points more than for "Aaa" bonds. Further study reveals
that an average of the yields over the past ten years, 1959-1968, was
5.05 percent on the top four grades of corporate bonds while the F.H.A.-
V.A. mortgages averaged 5.97 percent. If servicing is done by a mortgage
broker, this lowers the effective yield on mortgages by the one-half of
1 percent servicing fee. Even after the servicing fee is paid, however,



40 basic interest points would have been earned over the average corporate
bond. There were times during the period, on the other hand, when the
mortgage yield differential was not sufficient to make them very attractive
particularly in the F.H.A.-V.A. group.

As for conventional mortgages, their yield even in the most recent
years has generally been 80 to 100 base points above the average yield on
"Baa" corporate bonds. This has made them attractive to those institutions
with management facilities enabling them to carry out the necessary ad-
ministration. It would appear that an average teacher retirement fund
should take advantage of opportunities for increasing its overall yield
through mortgages.

Portfolio proportion

It will be recalled that the suggested portion of the model fund to
be composed of mortgages in the long run is 15 to 25 percent (Table 6-5).
This follows the basic approach of diversifying the portfolio so as to

prevent undue loss of income or principal in the event of unforeseen
changes in the financial picture at some time in the future. It aho offers
the chance for greater earnings than can be obtained in municipal bonds,
U. S. Government bonds, and often in the average of the top 4 grades of
corporate bonds. Furthermore, it will be seen in Table 6-6 that while

private noninsured funds have not invested a great portion of their assets
in mortgages, TIAA-CREF has invested heavily in these media. In fact,
when considered alone, TIAA has invested over 50 percent of its funds in
mortgages, with approximately two-thirds of the holdings in conventional

loans." Likewise, a survey of life insurance investments reveals that
companies are investing a growing amount in mortgagesheavy emphasis
having been placed on conventional mortgages while slightly deemphasizing
the F.H.A.-V.A. group.31 Further support for placing moderate portions
of the portfolio in mortgages comes from the investment advice given by
the three investment advisers mentioned earlier. It will be observed that
they recommend that from 10 to 30 percent of the portfolio be placed in
mortgages (Table 6-6).

Noting that teacher retirement funds have an average of 13.2 percent
of the assets invested in mortgages, a change to 20 percent so invested for
the average fund of $300,000,000 would involve a change of 7.8 percent
or $23,400,000 from other media to this type of investment. As F.H.A.

and V.A. mortgages have averaged 122 basic interest points more than the
average of "Aaa" grade corporate bonds during the past 10 years, it would
seem fair to assume that even a fund svhich hires its servicing done could
have secured an additional one-half of 1 percent yield on the average, by
placing this additional $23,400,000 in F.A.A.-V.A. mortgages. This would
have brought in an additional amount of revenue equal to $117,000. If
the fund had employed sufficient management to handle conventional
mortgages, an additional 50 points could have been earned annually, over
the period.



At present, however, it appears that funds desiring to purchase
mortgages must prepare to handle the conventional type. If they are not
able to do so, they may just have to place their funds in bonds or other
media until mortgage yield differentials become more attractive.

Common stock

A main contention here is that the average retirement fund should
increase its holdings in common stock. While some of the retirement
system members and state administrators may not be highly receptive to
this proposal, conservatism toward common stock appears to be causing
the funds to miss a great opportunity to raise benefits or decr. ase con-
tribution rates.

Yield and safety

It is the contention of this author that yield in the long run can be
raised considerably by purchasing common stock and that the additional
income can be secured with a reasonable degree of safety. That this
contention stands on a sound foundation is backed by a considerable amount
of research.

Beginning in 1924, Edgar L. Smith presented the idea which has since
come to be known as the "Theory of Common Stock." Presented in his
book, Common Stock and Long Term Investments, it is as follows:

(1) Over a period of years, the principal value of a well-diversified holding
of the common stocks of representative corporations, in essential in-
dusifies, tends to increase in accordance with the operation of compound
interest.

(2) Such stock holdings may be realized upon over a term of years to pay
an average income return on such increasing values of something more
than the average of current rate on commercial paper.32

Smith based his theory on a series of twelve tests in which he selected
ten stocks for a hypothetical investment of $1000 per stock selection, and
an equal investment of $10,000 in high grade bonds for each test. The
stock included issues from industrial companies, public utilities, and rail-
roads. They were largely selected from those listed on the New York Stock
Exchange and on the basis of those having the largest volume of transac-
tions during the week selectedthis process having been followed for the
purpose of making the selection random in nature. The tests basically
involved two periods-1901 to 1922 which was primarily a period of rising
prices, and 1866-1897 which was one of falling prices. Taking into account
both appreciation and dividends as a return on stock and assuming a 4
percent return on the bonds, he found that stock outperformed bonds in all
tests except one. Furthermore, bonds had been badly beaten in that the
stock performance exceeded that of the bonds by amounts ranging from
$3,329.72 to $21,954.72 on the eleven tests which had favored stock while
the 1 test favoring bonds showed stock at a disadvantage of $1,012.00.33

if



Smith's theory has received much more testing over the years. Van
Strum, Rose, Harold," and Spurrier33 each conducted various tests and
found strong support for the theory; however, because of the limited
number of securities involved, all of these tests were open to question.

Recently, using a computer, Lawrence Fisher and James Lorie" have
undertaken the very formidable task of computing the rate of return on
common stock sold on the New York Stock Exchange during the period
January 1, 1926 to December 30, 1960. This study was much more
detailed than the others in that it included some 1700 securities and carried
them through 22 time periods within a 35-year period. The major con-
clusion of this study with reference to a retirement fund is that an invest-
ment into each list d security on the New York Stock Exchange in 1926,
after accounting for all losses, would have gained in value through re-
invested dividends and appreciation at the rate of 9 percent compounded
annually (tax-exempt earnings). Computation of the average yield on
"Aaa' bonds has been computed by Moody's Investment Service, Inc.

si»ce 1919.37 An average of these yields on "Aaa" bonds for the 1926-
1940 periodconcurrent with the Fisher and Lorie studyshows that high
grade bonds would have earned an average of 3.49 percent annually.

S ame authors believe a diversified common stock fund which is care-

ful!. selected might do better than a 9 percent tnmpound rate over the
loAg rim. Harry Sauvain points out that, foi the industrial stocks of
Standard and Poor's 425 industrial stocks during the 1950-1964 period,
earnings were 12.6 percent on the cost of equity capital.'" Soldofsky,

working with growth yields for Moody's 125 Industrial Stock Average, has
concluded that yields of 8 to 10 percent or more may be reasonably expected
on common stock when it is well-selected, 'purchased regularly, and held
for extended periods."

Quality

Much of the previous discussion supports the idea that a diversified
list of stuck purchased from the listed securities selling on the New York
Stock Exchange is a safe investment. The pension fund, however, should
be selective in its purchases. In its recommendations to the California

State Employees' Retirement System, the First National City Bank of
New York suggests that purchases be confined to larger blue chip corpora-
tions." Moody's Investment Portfolio Review of thc State Teachers' Re-
tirement System of Ohio specifically states that the twl basic considerations
to be kept uppermost in the investment adviser's mind ii-: advising a public
retirement system are quality and growth potentiA Emphatically, they
state the following:

It is unnecessary to discuss quality. It is axiomatic that the bulk of common
stock held by a public retirement system should be of good quality; lesser
grade or speculative stock should be rigorously aveided . . .41

Moody's report proceeds further to point out that high-growth stock
tends to carry very low current yields, and it is their opinion that selection
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3f the greater portion should be from those with moderate growth
p ros pects. 4 2

Liquidity and marketability

High-grade stock will be highly marketableusually selling on the
New York Stock Exchange; however, it may possess very low lirp:idity for
the current owner during periods of depressed stock prices. Here again,
it is recalled that the strong inflow-outflow ratio of funds tends to insure
the liquidity of the fund and make it unnecessary to convert the securities
to cash on short notice. In other words, the retirement fund is well suited
to the long-haul approach to stock investmenta factor which makes it
unnecessary to be overly concerned with the day-to-day fluctuations in
the stock market.

Stock portion in portfolto
The American economy is a growing economy which finds increasing

government support of high-level employment. There appears to be no
reason to expect a prolonged declining price level. Rather, there is good
reason to believe that moderate inflation will continue, and it is significant
that, in the event it does not so continue, Smith's studies showed stock a
better buy than bonds even when the price level was falling.

In view of the large amount of evidence which has been set forth
in support of the common stock theory, this report takes the position that
teacher retirement funds can no longer afford to neglect investment in
common stock. The proportion may vary somewhat as timing method and
market conditions tend to dictate, but in the long run it would appear that
the average fund should invest approximately 25 to 35 percent of its
assets in a diversified high-quality holding of issues in this investment
medium. This contention finds strong support with private non-insured
systems which have an average of 48 percent of their funds so invested,
and with TIAA-CREF taken as one fund, which has over 30 percent of
its portfolio invested in this manner. Roger Murray, Paul Howell, Robert
Soldofsky (Table 6-6), and other investment advisers have generally
recommended that sizable portions of the respective portfolios reviewed
be placed in these securities.

Other investment metho

Other investment media generally held to be suitable for retirement
funds would inclnde sale-leasebacks, preferred stock, and commercial
paper."

Sale-leasebacks

During the period following World War II, some companies have
developed a method of securing cash by selling their bnilding and leasing
it back over periods of 20 to 30 years. While tbc lease contract is in effect,



the leasor receives rent and when the contract expires the property remains
with the lender although the rental contract will have been calculated to
provide a reasonable rate of return plus the cost of the property. While it
has been the life insurance companies which have pioneered in this field,
sale and lease agreements are available to the pension funds in like manner.
One author suggests that yields may be quite attractive on these leases."
As with mortgages, management of leases needs training in real estate
finance in order to evaluate properly the investment quality of these ar-
rangements.

Preferred stock

High-grade preferred stock is generally held satisfactory for retire-
ment funds, but because of the tax concessions offered on their dividends,
a tax-exempt pension fund finds itself in a similar position as with municipal
bonds. Dining periods when common stock prices are somewhat depressed;
however, convertible preferred stock may be purchased with the expectation
that it will be held for income in the event that the stock ma .:et does not
rise. Consequently, it can be seen that preferred stock should generally be
considered a temporary investment.

Commercial paper

Commercial paper is a term which is applied to unsecured promisory
notes issued by finance and industrial companies of very strong financial
standing for the purpose of providing short-term funds. As maturities vary
from 5 to 270 days, a retirement fund may well wish to consider this
means of holding funds temporarily in the event that banks prove to be
insufficiently competitive in yield. As yields on commercial paper will
generally be lower than those for long-term securities, commercial paper
does not qualify for long-term consideration.

A More Precise Portfolio Model

While it has been indicated that there probably is no one precise set
of relative quantities for a portfolio model which would fit any and all
cases at all times, it is of interest to demonstrate that which would be
possible for the average fund of $300,000,000. In Table 8-11, a projected
portfolio distribution for teacher retirement funds appears side-by-side with
the present aggregate portfolio distribution for these systems. Accompany-
ing theu distribution schedules are the changes which are shown as
projected positive and negative dollar amounts of resulting income.

Reviewing the proposals of Table 8-11, it is suggested that 15.0 per-
cent of the present portfolio be gradually moved out of the U. S. Government
bond segment. Since long-term government bonds have shown an average
yield of 3.21 percent fcr the 1941-1968 period (Table 8-12), this means
giving up $1,444,500 of average annual income in order to transfer these
funds to other higher yielding media. Next, it is proposed that the 2.9

to



TABLE 6-IISTATE TEACHER RETIREMENT SYSTEMS
PRECISE MODEL
Yield Impnrvement

Portfolio Portfolio
Investment Media Present Model

(percent) (percent)
Changes

(percent)

Income
Changes

Cash and Deposits .5

U. S. Government 18.9

.5

3.9 -15.0

-

-1,444,500

Municipals 2.9 0 - 2.9 236,640

Corporate Bonds 54.2 48.5 - 5.7 665,190

Mortgages 13.2 15.0 + 1.8 257,580

Corazon Stock 8.2 30.0 .21.8 '5,886,000

Other 2.1 2.1 0

3,797,250Net Increase in Income
3,797,250Yield Increase = 1.27%300,000,000

percent of the portfolio or $8.7 million in municipals should be phased out.
As the average yield on municipals is 2.72 percent for the 1941-1968 period
(Table 6-12), this means giving up $236,640 of average annual income.
It is further proposed that the corporate bond portion be reduced by 5.7
percent of the average portfolio or $17,100,000. If the composite average
yield of 3.89 percent for corporate bonds during the 1941-1968 period is
used (Table 6-12), this means giving up an average of $665,190 of annual
income. Thus, total 'eduction in income from the preceding changes
amounts to $2,346,330 on an average annual basis.

Turning to the other side of the problem, funds released could be
shifted to more productive uses. To begin with, if 21.8 percent or $65,-
400,000 of the wesent portfolio were shifted V) a well-selected diversified
holding of common stock, according to past experience it should do as well
as Fisher and Lorie's finding and earn at least 9 percent over the long-
term. This shift to common stock alone would tend to produce an annual
yield of $5,886,000.

The remaining portion of the portfolio amounts to 1.8 percent or
$5,400,000. It is proposed that this be shifted to mortgages. As data on
mortgage yields are not readily available except for more recent years,
it is slightly more difficult to determine how much advantage could be gained
in this transfer. This being the case, it is noted that the yields on con-
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TABLE t3-12-MOODrs BOND AVERAGES

Year
Corporate

Aaa
Corporate
Composite

N'.unicipa1s
Composite

i;. S. Govt's.
Long Term

1941 2.77 3.34 2.05 2.05
1942 2.83 3.34 2 17 2.46
1943 2.73 3.16 2.09 2.47
1944 2.72 3.05 1.73 2.4S
1945 2.62 2.87 1.60 2.37
1946 2.53 2.74 1.39 2.19
1947 2.61 2.86 1.75 2.25
1948 2.82 3.08 2.28 2.44
1949 2.66 2.96 2.11 2.31
1950 2.62 2.86 2.03 2.32
19s1 2.86 3.08 1.64 2.57
1952 2.96 3.19 2.14 2.68
1953 3.20 3.43 2.52 2.94
1954 2.90 3.16 2.62 2.55
1955 3.06 3.25 2.48 2.84
1956 3.36 3.57 2.69 3.08
1957 3.89 4.21 3.51 3.47
1958 3.79 4.16 3.17 3.43
1959 4.38 4.65 3.60 4.07
1960 4.41 4.73 3.92 4.01
1961 4.35 4.66 3.56 3.90
1962 4.33 4.62 3.55 3.93
1963 4.26 4.50 3.22 4.00
1964 4.40 4.57 3.29 4.15
1965 4.49 4.64 3.18 4.21
1966 5.13 5.34 3.56 4.65
1967 5.51 6.82 3.74 4.85
1968 6.18 7.02 4.48 5.25

Average 3.55 3.89 2.72 3.21

Moray's Industrial and Mrmkipal and Governmint MIMIMM, 1969.

ventional mortgages over the past five years averaged 6.86 percent (Table
6-8). For the same period, the composite average for corporate bonds is 5.48
percent (Table 6-12). Thus, it is seen that conventional mortgages, after
the servicing charge, would tend to exceed corporate bond yields by an
average of _88 percent. As the yields for mortgages probably have ex-
ceeded the bond yields by this much or more over previous years, it would
seem that adding the .88 percent to the composite average for corporate
bonds would give a reasonable estimation of the effective yield of 3.89
percent on conventional mortgages for the 1941-68 period. Thus, applying
a yield of 4.77 percent (3.89 + .88) for mortgages, unuld mean that
$257,580 could be added to average annual income.

Adding up the income increases gives a magnitude of S6,143,580
from which is deducted the income decreases of S2,346,330, leaving net
increases of 83,797,250 in average annual income resulting from the pro-



posed changes. When this is compared to the $300,000,000 model fund
portfolio, it is found that yield is increased by approximately 1.27 percent.

From these computations, it seems reasonable to believe the average
fund could improve its performance by at least 1 percent annually. Referring
to Tables 6-1 and 6-2, it will be recalled that a 1 percent increase in yield
may mean an increase in benefits of 2.5 to 30 percent.

Management

In Chapter III of this dissertation, consideration was given to the
managerial organization as it is presently found among the various retire-
ment funds. It uas brought out in that section that teacher retirement funds
generally do not hire investment managers and some of them have not
employed investment counsel. Those who devote their time to this field
generally emphasize the need for good investment management. Roger
Murray says:

Generally speaking, the retirement systems of state and local governments
have not been willing to spend money for investment management. Thy
do not recognize the fact that inadequate management is the most expensive
of all. No doubt this reflects a past tradition of confining investments to
public securities which a government official would buy and hold to
maturity without any need for expert advice or judgment. This passive kind
of portfolio management simply did not give rise to the kind of problems
associated with real estate fin-nce, corporate bonds, and common stock.45

From this statement, from the advisement of others knowledgable in
the field of finance, and from general observation, it is beyond question that
improvements are needed with regard to the emphasis on investment man-
agement for teacher retirement funds.

Retirement boards

There is a need for more finance-oriented retiremer. board members.
It will be recalled from a previous chapter on administration that it was
unusual to find board members with varying experience in finance.
Wisconsin, as noted earlier, has attacked this problem by setting up a
State Investment Board which is composed of members who have had at
least 10 years of professional experience in investments. As some types of
investment, i.e., conventional mortgages, direct placements, and sale and
leasebacks tend to flow to large funds, the state investment board system
has merit for states having small funds. However, this arrangement may
not be desirable to the members of some of the component organizations,
including the retirement funds.

Roger Murray," noting the shortage of financially trained board
members, has suggested to the New York State Teachers Retirement
System that it should add a school board member knowledgable in finance,
a life insurance executive, and a savings bank executive, and that it con-
tinue present positions for the Comptroller and a commercial bank executive.



Soldofsky47 iminlimended that the Iowa Public Employee's Retirement

System include an executive of a domestic life insurance company, an
executive from a commercial hank, an executive officer of a savings and

loan association, and executive of a large domestic manufacturing corpora-
tion, and a professor of finance. As this fund only has 7 board members,
this would mean that 5 of the 7 would be finance motivated, and those

with interest in other areas of concern might object to the predominance

of finance-oriented board members. While this author acknowkdges that

there are considerations other than finance for a retirement fund, he feels

that the technical area of finance should get much more attention from

professionally trained people than it presently receives. Surely, each board

should have as many as three and perhaps a majority of its members with

financial training.

Investmest staff

The investments of a retirement system should be carried out by one

or more individuals with professional training. Professional investment

personnel are necessary because the executive secretary cannot be expected

to supervise accounts for an average system of 60,000 members (Table

4-1), handle public relations, and do more than a very passive job of

managing the investment portfolio. In consideration of the difficulty in

managing a retirement system, the usual suggestion of financial advisers

is to hire a professional staff. This was emphasized by Roger Murray,"

it is strongly put forth by Soldofsky," and most other writers on this subject

emphasize the role of the investment manager. In his report to th? Iowa

fund, Soldofsky recommended a staff of 3 plus secretarial assistance for a

fund of approximately $200,000,000. Looking to the experience of life

insurance companies, James Walter,5° in discussing the investment staff of

medium-size life insurance companithose ranging from $400 million

to $1 billion of assetsindicates that the median investment per staff

member was $41 million in 1958, while the maximum was $51 million.

For the average retirement fund of $300,000,000, this would involve

employing a staff of 6 members. As retirement funds presently do not

tend to have investment managers as such, it would seem that a fund of

the model-fund size should begin by hiring an investment manager and

2 or 3 assistants with varying experience in real estate, corporate bonds, and

common stock.
For this kind of service, the next question is that of cost. Although

information of this type is not widely circulated, the National Industrial

Conference Board" has compiled a report on Top Executive Compensation

which offers some assistance in the matter. According to this report, the

three top managers in 208 commercial banks receive salaries ranging from

approxirrately $30,000 to $50,000 for those having deposits of approximately

$300,000,000. Soldofsky52 indicated that an investment manager could

have been hired at approximately $12,000 to $25,000 in 1963. Keeping

in mind the fact that salaries will vary from one state to another, on the



basis of information assembled, it would appear that an average-size fund
could hire a qualified investment manager for 52.5,000 to $50,000. The
assistants could probably be hired with somewhat less training and given
additional training on the job. In this manner it would appear that an
adequate staff could be assembled at a cost of $100,000 to $150,000 per
year. Even the larger figure would involve a cost of only .05 of 1 percent
for the model portfolio. For smaller funds, less staff would be necessary
but the relative cost would amount to slightly more.

It is generally held to be a wise move to hire competent outside counsel
to work with the retirement fund and review the portfolio periodically. As
indicated in the previous chapter, among the funds with which direci
contact was made for this research, it seemed that hiring investment counsel
was quite widespread. This service can be obtained through major com-
mercial banks, trust companies, investment bankers, and independent
advisory services. Evidently, the price of the service varies by contract
depending somewhat on the services provided and arrangements which
can be made. One retirement fund executive who wished not to be quoted
indicated that services were obtained from a well-known private investment
service far the whole portfolio of $175,000,000 at an annual cost of $30,000,
which amounts to .017 percent of assets. Soldofsky52 found quite similar
experience with regard to this in the quotations of service from a large
commercial bank. Using these quotations for a fund of $300 million, the
costs are as follows:

1/40 of 1% on the first $20,000,000 S 5,000
1/00 of 1% on the next $30,000,000 $ 5,000
1/80 of 1% on the next $40,000,000 S 5,000
1/100 of 1% abo e $90,000,000 $21,000

Total $38,000
$30,000 5300,000,000 = .012%

On the basis of these observations, it is concluded that investment
counsel for the average fund would amount to slightly over .01 of 1 per-
cent. A retirement fund should be able to obtain both competent invest-
ment counsel for considerably less than .1 of 1 percent. Surely, competent
management which has time and incentive to manage the investments of
a fund can raise the performance more than .1 of 1 percent. The First
National City Bank of New York, in reviewing the California State
Employee's Retirement System, called attention to the value of investment
management with reference to the bond portfolio as follows:

In particular, we know from our own experience that active management of
the bond portfolio can do much to imprave yield at no sacrifice of quality.
Many opportunities will be found to sell certain holdings prior to their
maturity and reinvest the proceeds more advantageously in other bonds.54



lerestmeot committee

The retirement board may find it best to select an investment com-

mittee of approximately three to five finance-oriented board members. As is

done in the Kentucky Teacher Retirement syste.ni.:' certain policy guidelines

can be set by this committee in conformance with the overall appruval of

the board, and the committee can meet monthly with the investment man-

agement to resiew the details of transactions. Transactions which may not

be clearly covered in policy guidelines would be made only upon the
specific consent of the finance committee. In consequence, the retirement

system can enjoy ti benefits of its professionally trained board in making

sure investments are handled in a pnident mannet.r4

Other Suggested Policy Changes

Other major needs with regard to the investments of retirement funds

tend to center around the statutes under which they operate. One of the

prime considerations here is the provision with reference to common stock.

It has already been pointed out that retirement fun-I; are birond by laws

which w-ere developed for savings banks and insurance companies. Due

to difference in liquidity needs, the savings bank laws are not suitable for

retirement funds.:4 Life Insurance company statutes, too, are not entirely

suitable for these funds. This is particularly true with regard to stock.

The valuatirm problem attached to securities of life insurInce companies and

savings banks tends to prohibit them from holding more than a nominal

amount of common stock. Shice retirement funds should look to long-run

income and do not need to be greatly concerned about valuing securities

at market value, there is no reason why they should not be able to enjoy

the added income available from stock investment. A number of the states

have already altered theii laws so as to allow some equities, but many of

the statutes continue to be quite restrictive as to the overall percentages

allowable and with regard to suitable industries. It is the contention of

this study that statutes should be altered to permit 2.5 to 35 percent of the

respective portfolios to be composed of a diversified list of investment grade

common stock or that the law simply state that the "pnolent man" rule

shall apply. Sidney Homer" supports the latter idea and indicates that he

does not believe prudent investment can be legislated. Rather, he would

select high-caliber portfolio managers and give them the freedom of action

of the prudent investment mle.
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CHAPTER VII

SUMMARY AND CONCLUSIONS

In this study the major emphasis has been on the investment policies
and practices of teacher retirement funds with the purpose of determining
whether they can improve their performance in such manner as to raise
benefits or lower contributions significantly. In order to develop a back-
ground for this study, the writer first considered the history of the retirement
systems, various retirement provisions found in the systems. and their ad-
ministrative organizations.

Pension Development and Growth

Teacher retirement systems are part of an overall system of pension
plans developed in the United States and other countries of the western
world. For the most part, their development and growth have taken place
during the past century and are a result of various influences including
the growth of population, improved technology, the movement from rural
to urban liNing, and constantly creeping inflation.

Pensions were initiated in 1834 when England established a civil
service pension plan. In the United States, the first pension plans started
during the period following the Civil War, with New York policemen
being among the first to be covered. Private pensions also began to develop
in this country when the American Express Company established a plan
in 1875.

Teachers had an early introduction to pension systems when they
were covered in Switzerland as earl., as 1839. In this country, teacher
retirement systems began in some of t'ae large cities during the. 1860's,
when associations were first established for providing burial benefits.

Early retirement systems established in the United States were usually
of the weak pay-as-you-go type, often not able to meet their obligations.
During the 1920's, however, there was a considerable drive to improve
plans by providing a more 7olid foundation through funded systems. As
systems became funded, this meant that contributions were being ,c-
cumulated to cover the future benefits of retirees on an actuarially computed
basis.

Retirement systems in the United States have grown until 76 million
members are covered and they have amassed funds in the amount of over
$190 billion. Moreover, they are growing at a rate of over $18 billion
per year. Teacher reth-ement funds alone have almost 3 million members
and a fund of over $17 billion. Needless to say, the protection and invest-

!
ment of these funds are of great significance to the tax-paying public which
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provides part of the contributions and to the members of the teaching

profession who look to these funds for their retirement security.

Retirement Provisions

Teachers are covered in some cases by state systems including teachers

and other state employees while some are covered by systems including

teachers only. Most systems also have social security; however, 14 funds

are independent of the federal retirement system.
As for normal teacher retirement benefits, they are generally not high;

15 funds presently pay less than $1500 annually to their average or median

retiree (Table 4-8). Other provisions are also often less than desirable;
e.g., many people lose benefits because the vesting provisions for most

systems require 10 years or more of service. Absence of good portability

provisions is also a weakness of many of the funds. The worker who finds

it necessary to move often gets no more than the amount of his contribution
returned to him as he leaves the system.

On the basis of present living costs, some teachers may draw a com-

fortable benefit, but the cost of living is constantly rising.
Teacher retirement systems will be under continued pressure to im-

prove benefits in the future. As raising benefits will require additional

funds, one is led to ask if some of these funds might be secured through
improved investment performance.

Administrative Organization

Authority for administering teacher retirement funds is usually vested

in a board of trustees made up of various ex officio officers of the state,

appointed officials, and in some cases elected members. The board

ordinarily hires legal and technical people to handle legal and actuarial

problems. It also usually hires an executive secretary to be the chief

administrative official in charge of day-to-day administration. Investments

are sometimes administered by an investment board. For the most part,
however, the executive secretary of the respective fund has this added to
his other administrative duties. He may choose to be quite active, or he
may choose to hire investment counsel and turn the task of investments
almost entirely over to these advisers.

A few funds have hired at least one person with investment training

and given him responsibility for making the investments under certain

pre-arranged guidelines.

Proposed Investment Policies and Practices

In proposing investment policies and practices for retirement systems

it was necessary to review objectives and constraints relative to these funds.

The importance of return was shown by computing the effect of a 1 percent



increase in income upon benefits for a 30-year accumulation period plus
a 20-year benefit period. This analys: demonstrated that benefits can be
increased by 29 percent for the many employees who will work as much
as 30 years. There are, however, certain safety constraints which fund
management must consider in the process of seeking a high rate of return
on investments.

Safety constraints versus high return

Management of teacher retirement funds obviously poses the dilemma
of choices between defensive investments which hold prospect of low risk
with low return on the one hand, and high risk with high return on the
other. Each direction of choice imposes constraints upon the other. The
constraints of financial, interest-rate and purchasing-power risk, and the
necessities for liquidity, marketability, diversification, and flexibility to
permit timing have been analyzed with the considerations management
must necessarily weigh in making investment choices. It has been pointed
out that since teacher retirement funds are tax-exempt there is little justifica-
tion for their purchases of tax-free municipal bonds.

Constraints imposed by legislative prescriptions of the investment
patterns, pressures to make within-the-state investments, and the fact that
typically the administrative staff lack necessary training to make wise invest-
ment choices have been treated in the writer's attempt to develop guidelines
for a model state teacher retirement system.

Recommendations

On the basis of the findings of this analysis of the various objectives

and constraints upon the investment of teacher retirement funds, a pattern
of specific recommendations was offered for improving the investment
performance of these systems. These recommendations were made on the
assumption that yield differentials for stocks and bonds will continue in
the future as in the long-run past. These suggestions were made on the
basis of an average fund of approximately $300 million and should be
adjusted when applied to extremely large or very small funds. Specific

policy proposals of this dissertation are as follows:
1) United States government securities should gradually be reduced

to a much smaller proportion of 3-5 percent of the average teacher retire-
ment fund portfolio. Government securities in this amount would release
funds for more lucrative types of investments, and, if partially held in short-
term instruments, should be adequate to meet any foreseeable needs for
liquidity and marketability in the average fund. That this is a reasonable

assumption is seen in that the Wisconsin fund already operates with only

1 percent of its assets in government securities and two other systems
operate within the suggested 3-5 percent range (Table 5-20).

2) Municipal bonds should gradually be eliminated from the port-
folio. As a retirement fund does not need tax-exempt municipal securities,



it can earn more by placing its money in other types of investments. Most

teacher retirement systems have already reduced the size of this item to

a negligible amount; however, a few funds are depriving their members

of considerable investment income by holding large quantities of these
securities.

3) Systems should begin purchasing mortgages whenever their yield

is sufficient to make them attractive in competition with corporate bonds.

In the past they have tended to offer good yields and provide a means of

diversifying the portfolio into another investment media. Twenty-one state
teacher retirement systems already hold mortgages in excess of 20 percent
of the portfolio. The Teachers Ii_surance and Annuity Association has 54.8
percent of its portfolio invested in mortgages.'

4) Purchase of common stock from a diversified list of investment-
grade companies should be carried out on a dollar-cost-average basis in

such quantities as to gradually bring fund assets to a minimum level of

30 percent of the overall portfolio. Private trusteed retirement funds
already invest over 50 percent of their assets in stock,2 while only 9 state
teacher retirement funds have invested in excess of 200 percent of their
assets in this media.

5) Boards of trustees should be reorganized to include some members

with investment training; probably one-third to one-half of the board should

be so constituted. These members should be available from the ranks of

the management of various businesses dealing in finance, e.g., life in-

surance, fire insurance, commercial banks, savings banks, savings and
loan associations, and manufacturing companies.

6) An experienced investment officer should be employed to manage
the investments of the fund, and 2 or 3 additional investment staff members,
exclusive of secretaries, should be hired to assist the investment manager.
This recommendation, which would cost the fund only about .05 of 1
percent, is based on the experience of medium-size insurance companies.3
Roger Murray contends that inadequate investment management is the
most expensive management a retirement fund can have.4

7) Investment counsel should be secured from a reputable invest-
ment servicepreferably on an advisory basisto assure the trustees that

prudent non-speculative policies are being carried out.
8) State statutes should be altered in such manner as to allow invest-

ments of the fund to be made on a "prudent man" basis. This would

permit the purchase of common stock, conventional mortgages, and any

other securities which might come to be attractive as a prudent inVestment.
Statutes, while passed with good intention, tend to restrain investment

officers in that they cannot be kept up to date as the qualities of various
investment media are altered over time. Consequently, too many good

opportunities are missed while the legislature is getting around to changing

the law.5
It is worthy of note that the Teachers Insurance and Annuity As-

sociation, although having very few stocks in its portfolio, achieved a yield



of 5.11 percent in 1967 while the average yield reported by 42 state
teacher retirement funds in that year was 4.47 percent.° Over the 1952-
1967 period, the College Retirement Equities Fund earned an average of
12.5 percent per year in dividends and appreciations on its stock invest-
ments.1 Based on these calculations, if 30 percent of the TIAA fund had
been invested in a diversified list of common stock, the overall TIAA
portfolio would have earned more than 7 percent, or approximately 2.5
percent more than was reported by the average teacher retirement fund
in 1967.

Summary

If competent management were employed and allowed to carry out
the policies suggested in this study, it should be possible to raise the level
of annual investment income gradually by a minimum of 1.25 percent in
the long run. Although additions to administration would add to cost,
this should not dampen the positive effect by more than .05 of 1 percent;
therefore, the fund should easily increase its yield by a net amount exceed-
ing 1 percent. As was indicated previously, a 1 percent increase in yield
would enable the fund to increase its benefits by an average of 29 percent
or decrease its contributions similarly.
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